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RE
EARNED INCOME TAX CREDIT
Present Law
The refundable earned incom e tax  credit (E IT C ) w as enacted in 1975 w ith the policy goals o f  
providing relief to  low -incom e families from  the regressive effect o f  social security taxes and 
im proving w ork  incentives fo r this group. A ccording to  the  Internal Revenue Service (IR S), EITC 
rules affect alm ost 15 million individual taxpayers.
Over the last few years, the m ost comm on individual incom e tax  return  errors discovered by the IRS 
during return processing have involved the EITC, including the  failure o f  eligible taxpayers to  claim 
the E ITC and the use o f  the w rong income figures w hen com puting the EITC . The frequent changes 
m ade to  the  E ITC  over the  past tw enty  years contribute greatly  to  the  credit's high erro r ra te  and 
com pliance problems.
In  fact, th e  credit has been changed 12 tim es (1976, 1977, 1978, 1979, 1984, 1986, 1988, 1990, 
1993, 1994, 1995, and 1996). The credit now  is a nightm are o f  eligibility tests, requiring a m aze o f  
w orksheets. C om putation o f  th e  credit currently requires the  taxpayer to  consider:
nine eligibility requirem ents;
the number o f  qualifying children ~  taking into account relationship, residency and age tests;
the taxpayer's earned incom e — taxable and non-taxable;
the taxpayer's adjusted gross incom e (AGI);
the taxpayer’s m odified AGI;
threshold am ounts;
phase out rates; and
varying credit rates.
As part o f  the Self-Employed Health Insurance A ct o f  1995, a new  fac to r w as added fo r determ ining 
eligibility ~  the am ount o f  in terest (taxable and tax-exem pt), dividends, and net rental and royalty 
income (if greater than zero) received by a taxpayer, even i f  to ta l incom e is low  enough to  o therw ise 
warrant eligibility for the EITC. A  threshold  o f  this type  o f  disqualified incom e w as set at $2 ,350 in 
1995, but w as then altered as part o f  the  Personal Responsibility and W ork  O pportunity  
Reconciliation A ct o f  1996 to  be $2,200. In addition, in 1996, capital gain net incom e and net passive 
incom e ( if  g rea ter than  zero ) that is no t self-em ploym ent incom e w ere  added to  this disqualified 
incom e test.
In 1996, the credit com putation becam e even m ore com plicated, w ith  the in troduction o f  a  m odified 
A G I defin ition  for phasing o u t the  credit, w herein certain  types o f  nontaxable incom e need to  be 
considered and certain losses are disregarded. Specifically, nontaxable item s to  be included are; tax - 
exem pt interest, and nontaxable distributions from  pensions, annuities, and individual retirem ent 
arrangements (but only if  rolled over into similar vehicles during the applicable rollover period). The 
losses that are to  be disregarded are:
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net capital losses ( if  g rea ter than  zero);
net losses from  trusts  and estates;
net losses from  nonbusiness ren ts and royalties; and
50 percent o f  net losses from  businesses, com puted separately w ith respect to  sole 
proprietorships (other than in farm ing), sole proprietorships in farm ing, and other businesses 
— b u t am ounts attributable to  businesses that consist o f  the  perform ance o f  services by an 
individual as an em ployee are no t taken  into account.
In addition to  the prior requirement th a t a  taxpayer identification num ber (T IN ) be supplied fo r each 
qualifying child, starting in 1996, the taxpayer m ust be authorized to  be em ployed in the U .S. in o rder 
to  claim the credit, and failure to  provide a correct T IN  is now  trea ted  as a  m athem atical o r clerical 
error.
T o  claim the credit, the  taxpayer m ay need to  complete:
a checklist (containing 8 com plicated questions);
a w orksheet (w hich has 9 steps);
another w orksheet ( if  there  is self-em ploym ent incom e);
a schedule w ith  6 lines and 2 colum ns ( if  qualifying children are claimed); and
usually, the  norm al Form  1040 (ra ther than  Form  1040EZ).
F o r  guidance, the  taxpayer m ay refer to  7 pages o f  instructions (and 39 pages o f  IRS Publication 
596). The credit is determined by multiplying the relevant credit ra te  by the  taxpayer's earned incom e 
up to  an earned income threshold. The credit is reduced by a phaseout ra te  multiplied by the am ount 
o f  earned incom e (o r A G I, i f  less) in excess o f  the phaseout threshold.
While Congress and the IRS may expect that the  A IC PA  and its m em bers can com prehend the many 
pages o f  instructions and w orksheets, it is unreasonable to  expect those  individuals entitled to  the 
credit (w ho will alm ost certainly N O T  be expert in tax  m atters) to  deal w ith  this complexity. Even 
our members, w ho tend to  calculate the credit for taxpayers as part o f  their vo lunteer w ork, find this 
area  to  be extrem ely challenging. In  fact, w e have found th a t the  E IT C  process can be a lo t m ore 
dem anding than  com pleting the Schedule A  — Item ized D eductions, w hich m any o f  our m em bers 
com plete on a regular basis fo r their clients.
O ur analysis suggests that m ost o f  the EITC complexity arises from  the definitional distinctions in this 
area. While each departure from  definitions used elsew here in the Internal R evenue C ode (IR C ) can 
be understood in a  context o f  accomplishing a specific legislative purpose, the  sum  o f  all the  variances 
in definitions causes this IRC section to  be unm anageable for taxpayers and even the IRS. W e 
recognize that m any o f  the  additions and restrictions to  the credit over the  years w ere for laudable 
purposes. H ow ever, the  rules are so com plex that the  g roup o f  taxpayers to  be benefited find them  
incom prehensible and are no t effectively able to  claim the credit to  w hich they are entitled.
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Recom m ended Changes
W e recom m end that C ongress adopt the  following changes to  the  EITC:
A. Simplify definitions and the  calculation.
B. D efine "earned income" as taxable w ages (Form  1040, line 7) and self-em ploym ent incom e 
(Form  1040, line 12).
C. M odify the  "qualifying child" rules.
1. Replace the "qualifying child" definition with the existing "dependent child" definition.
2. Increase the incremental amount o f  credit provided fo r tw o  children versus one child.
3. Use the dependency exemption rather than  the E ITC  to  provide benefits for children.
D. Com bine and expand the denial provision.
Deny the credit for taxpayers with: foreign earned incom e, alternative minimum tax  liability, 
and A G I that exceeds earned incom e by $2,200 o r m ore.
C ontribution to  Simplification
Instructions and com putations w ould  be greatly simplified. The erro r ra te  should be dramatically 
reduced.
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INDIVIDUAL ALTERNATIVE MINIMUM TAX
Present Law
The tax  laws give special treatm ent to  certain types o f  income and allow special deductions for certain 
types o f  expenses. These laws enable som e taxpayers w ith  substantial econom ic incom e to  
significantly reduce their regular tax. The purpose o f  the alternative minimum tax  (A M T) is to  ensure 
that these taxpayers pay a minimum am ount o f  tax  on their econom ic income.
The AM T is one o f  the m ost com plex provisions in the  tax  system. E ach  o f  the  adjustm ents o f  IRC 
section 56, and preferences o f  IRC section 57, requires com putation o f  the  incom e o r expense item 
u n d er th e  separate  A M T system. The supplem entary schedules used  to  com pute the  necessary 
adjustments and preferences m ust be m aintained fo r m any years to  allow  the  com putation o f  future 
A M T as item s “tu rn  around.”
Generally, the fact that A M T cannot always be calculated directly from  inform ation on the  tax  return  
makes the com putation extremely diff i cult for taxpayers preparing their ow n returns. This complexity 
also calls into question the ability o f  the  IR S to  audit com pliance w ith the  A M T. The inclusion o f  
adjustm ents and preferences from  “pass th rough” entities also contributes to  the  com plexity o f  the 
A M T system.
R ecom m ended Change
Eliminate itemized deductions and personal exem ptions as adjustm ents to  regular taxable incom e in 
arriving at alternative minimum taxable income.
C ontributions to  Simplicity
The goal o f  fairness that is the basis for A M T has created hardship and complexity fo r m any taxpayers 
w ho have not used preferences to  lower their taxes but have mathematically been caught up  in A M T ’s 
attempt to  bring fairness. M any o f  these individuals are no t aw are o f  these rules and com plete their 
return themselves, causing confusion and errors. Those individuals w ho are affected only by item ized 
deductions and personal exemption adjustments w ould no longer have to  com pute the A M T am ount.
In  addition, m any o f  the  A M T preferences could be eliminated by reducing fo r all taxpayers the 
regu lar tax  benefits o f  present law  A M T preferences (e.g., require longer lives fo r regular tax  
depreciation).
It is also w orth  noting that because state  incom e taxes vary, taxpayers m ay incur A M T solely based 
on the state in which they live; other taxpayers w ith  the  sam e adjusted gross incom e (A G I), bu t w ho 
live in states w ith  low er o r no state incom e taxes, w ould  no t have any AM T.
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In  addition, item ized deductions are already penalized by the  3 percent A G I adjustm ent, 2 percent 
AG I m iscellaneous item ized deduction adjustm ent, and the  50 percent disallow ance for m eals & 
entertainm ent. Similarly, the  phase out o f  exem ptions already affects high incom e taxpayers.
This change w ould increase simplicity and create fairness. Com pliance w ould be im proved.
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PHASE-OUTS BASED ON INCOME LEVEL
Present  Law
Numerous sections  in the tax  law  provide  for  the phase-out o f benefits fr o m  certain deductions or credits over various 
ranges o f income based on  various measures of the taxpayer 's  income. Th ere is currently no consistency among these 
phase-outs in either t h e  measuro f  income, the range o f income over which the phase-outs apply, o r  th e  method o f 
applying the phase-out. Furthem ore, the ranges for a particular phase-out often differ depending on filing status, but 
even these differences are not consistent For  example, the IRA deduction phases out over a diffe rent range o f income 
for single filers than it does for married-joint filers; whereas the $25,000 allowance for passive losses fr om rental 
activities for active participants phases out over the same range o f income for both single and married-joint filers. 
Consequently these phase-outs cause inordinate complexity, particularl y for taxpayers attend ing  to prepare their tax 
returns by hand; and the instructions for applying the phase-outs are o f relatively little help. See the attached Exhibit 
fo r a  listing o f most current ph ase-outs, including  their respective income measurements, phaseout ranges and phase­
out methods.
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Recommended Change
True simplicity could easily be accomplished by eliminating phase-outs altogether and adjusting the tax rates. 
However, if that is considered either unfair (simpli city is often at odds with equity) or politically impossible, significant 
simplification can be achieved by creating consistency in the measure o f income, the range o f phaseout (including as 
between filing statuses) and the method o f phaseout.
Instead o f the at least 14 different phaseout ranges (shown in attached Exhibit A), there should only be three -  at 
levels representing low, middle, and high income taxpayers.
All phase-out ranges fo r married-filing-separate (MFS) taxpayers would be 50 percent o f the range for married-filing- 
joint (MDJ), and the phase-out ranges for single and head o f household (HOH) taxpayers would be 75 percent o f 
married-joint.
The benefits that are sp e cifically targeted to  low-income taxpayers, such as the earned income credit, elderl y credit, 
and dependent care credit, would phase-out under the low-income taxpayer phase-out range. The benefits that are 
targeted not to exceed middle income levels, such as the IRA deduction, would phase-out under the middle-income 
taxp a y er phase-out range. likew ise, those benefits that are targeted not to exceed high income levels, such as the 
AMT exemption, itemized deductions, personal exemptions, adoption credit and exclusion, series EE bond exclusion, 
and section 469 $25,000 rental exclusion and credit, would phase-out under the high-income taxpayer phase-out 
range. See the chart below.
Additionally, instead o f the differing methods o f phase-outs (shown in attached Exhibit B), the phase-out methodology 
fo r  all phase-outs would be the same, such that the benefit phases out evenly  over the phase-out range. Every phase- 
out should be based on adjusted gross income (AGI).
Proposed Income Level Range for Beginning to  End o f Phase-out for Each Filing Status
Category  o f Taxpayer Married Filing Joint Single  &  HOH MFS
LOW-INCOME $ 10,000-$ 25,000 $ 7,500-$ 18,750 $ 5,000-$ 12,500
MIDDLE-  INCOME $ 40,000-$ 50,000 $ 30,000-$ 37,500 $ 20,000-$ 25,000
HIGH-INCOME $150,000-$300,000 $112,500-$225,000 $75,000-$150,000
E X H B IT  A - Selected A G I Phase-out Amounts
 
IRC
Section
Provision Ft
nt
Current-
Joint
Current-
Single &  HOH
Current-
Married/Sep.
Proposed-
Joint
Proposed-
S ingle & HOH
Proposed- 
Married Sep.
  PHASE-OUT LEVE LS FOR LO W-INCOME TAXPAYERS
21 30 Percent 
D ependent 
Care Credit
(3) $10,000-
$20,000
$10,000-
$20,000
no credit $10,000-$25,000 $7,500-$18,750 $5,000-$12,500
22 Elderly  Credit (4) $10,000-
$25,000
$7300-
$17300
$5,000-$12300 $10,000-$25,000 $7,500418,750 $5,000-$12,500
32 EITC 
(No Child)
(2,3 ,4 ) $5,000-$9,230 $9330 no credit $l0,000-$25,000 $7,500418,750 $5,000-$12,500
32 EITC 
(1 Child)
(2 3 ,4 ) $5,000-
$24396
$5,000-
$24396
no credit $10,000-$25,000 $7,500418,750 $5,000-$12,500
  32 EITC 
(2 or More 
Children)
(2 3 ,4 ) $11,000-
$26,673
$11,000-
$26,673
no credit $10,000-$25,000 $7,500-$18,750 $5,000412,500
P H A SE-OUT LEVELS FOR MIDDLE-INCOME TAXPAYERS
219 IRA
Deduction
(1) $40,000-
$50,000
$25,000-
$35,000
$0-$10,000 $40,000-$50,000 $30,000437,500 $20,000425,000
PHASE-OUT LEVELS FOR HIGH-INCOME TAXPAYERS
  135 EE Bond int.
Exclusion
(1 ,2 ) $74300-
$104300-
$49,450-
$64,450
no exclusion $150,000-
$300,000
$112,500-
$225,000
$75,0004150,000
  2 3  & 
  137
Adoption
Credit/Exclusion
(1) $75,000-
$115,000
$75,000-
$115,000
no benefit $150,000-
$300,000
$112,500-
$225,000
$75,0004150,000
55 AMT
Exemption
(1) $150,000-
$330,000
$112,500-
$247300
$75,000-
$165,000
$150,000-
$300,000
$112,500-
$225,000
$75,0004150,000
68 Itemized 
Deduction level
(2) $117,950 $117,950 $58,975 $150,000-
$300,000
$112,500-
$225,000
$75,0004150,000
151 Personal
Exemption
(2) $176,950-
$299,450
$117,950-
$240,450
HOH$147,450
-$269,950
$88,475-
$149,725
$150,000-
$300,000
$112,500-
$225,000
$75,0004150,000
469(i) $25,000
Rental
(1) $100,000-
$150,000
$100,000-
$150,000
$50,000-
$75,000
$150,000-
$300,000
$112,500-
$225,000
$75,0004150,000
469(i)
 _________
Credit (1) $200,000-
$250,000
$200,000-
$250,000
$100,000-
$125,000
$150,000-
$300,000
$112,500-
$225,000
$75,0004150,000
NOTE: There  are  legislative proposals with even more phase out levels (e.g., family tax credit, education tax 
credit/deduction.)
Footnotes: (1) Modifications to  AGI; (2) Inflation indexed; (3) Earned income limitations; (4) Low  income only
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EXHIBIT B -Current M ethod o f Phase-Out
21 - credit percent reduced fr om  30 percent to 20 percent in AGI range noted by 1 percent credit for each
$2,000 in income
2 2 - credit amount reduced by ½ o f excess over AGI range
23 & 137- benefit reduced by excess o f modified AGI over lower amount noted divided by 40,000 
32 - credit determined by earned income and AGI levels
55 - exemption reduced by 1/4 o f AGI in excess o f low amount noted 
68 - itemized deductions reduced by 3 percent o f excess AGI over amount noted
86 - up  to 50 percent/85 percent of  social security benefit taxed to  extent modified AGI reaches levels noted
135 - excess o f modified AGI over lower amount divided by 15,000 (single), 30,000 (joint) reduces 
excludable amount
151 - AGI in excess o f lower amount, divided by 2,500, rounded to  nearest wh ole number, multiplied by 2,
equals the percentage reduction in the exemption amounts 
219 - Individual retirement account (IRA) limitation ($2,000/$2,250 for 1996; $2,000/$4,000 for 1997) 
reduced by excess o f AGI over lowest amount noted divided by $10,000 
A69(i)- benefit reduced by 50 percent o f AGI over low amount noted
Contribution to Simplification
The  current law phase-outs complicate tax returns imm ensely. The instructions are impossible to  understand and the 
computations cannot be done by the average taxpayer fay hand. The differences among the various phase-out income 
levels are tremendous. Either w e should eliminate phaseouts and accomplish the same goal with a lot less 
complexity  by adjusting rates, or at least make the phase-outs applicable at consistent income levels (only 3) and 
ranges and use a consistent methodology. This would ease the compliance burden on many individuals. I f  there 
were only three ranges to  know and only one methodology, it would be a lot simp le r and easier to recognize 
a phase-out should apply . Many  portions o f  numerous Internal Revenue Code sections could be eliminated.
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“KIDDIE TAX’
Present Law
The 1986 Tax Reform  A ct introduced the so-called "kiddie tax" which taxes the unearned incom e o f  
children under the age o f  14 at the  parents' bracket. W hile at first this seem s to  be a straightforw ard 
approach, it has evolved into a  very complicated calculation. W hen first p roposed  in 1986, there  w as 
not a preferential tax  rate for capital gains. The in troduction o f  the m aximum  28 percent capital gain 
rate has further com plicated the situation. U nder certain  limited circum stances, parents can elect to  
include their children’s incom e in their return. H ow ever, the  election in no t available fo r parents o f  
a  child w ith any earned incom e, unearned incom e in excess o f  $5,000, capital gains, w ithholding or 
estim ated tax  payments.
Instructions for utilization o f  Form  8615, "Tax for Children U nder Age 14 Having Investm ent Incom e 
o f  M ore Than $1,200", cannot be contained on the  reverse o f  the form. Instead, the IRS has issued 
Publication 929, a  22-page booklet which provides the  "hidden w orksheets" that allow  the  taxpayer, 
o r the return  preparer, to  calculate the  child's taxable incom e, as w ell as the  tax.
In situations in which there are multiple siblings falling under this provision, the  com plexity expands. 
Similarly, i f  a child is subject to  the alternative minimum tax  (AM T), additional calculations are 
required . In  the overw helm ing m ajority o f  situations, the  additional tax  revenue generated  by the 
kiddie tax  appears to  be insignificant w hen com pared to  the  complexity o f  the  calculations.
Also, the kiddie tax  provision only considers the  regular tax  o f  section 1 and no t the  A M T o f  section 
55. Therefore, the w ay the current rules are written, if  a parent m ust pay AM T, the children’s incom e 
is still taxed at the  p a ren t’s regular marginal tax  rate, while the parent is taxed at the  A M T rate 
without taking into account the  children’s incom e o r the  children’s regular tax  liability. This results 
in taxpayers paying m ore tax  than if  the parent and children’s incom es are both  included in the 
paren t’s A M T calculation.
R ecom m ended Change
The linkage o f  a child’s taxable incom e to  paren ts’ and o ther siblings’ taxable incom e should be 
repealed. Incom e (o ther than  capital gains) subject to  kiddie tax  should be taxed  at a separate rate  
schedule (e.g., fiduciary incom e tax  rates). The child’s capital gains w ould be taxed  at the  capital 
gains rates.
The election to  include a child’s incom e on the  paren t’s retu rn  should be expanded to  allow all 
income, regardless o f  its nature o r am ount, to  be included. The election could apply w hether o r not 
the child has w ithholding o r estim ated payments. There could be a checkoff, similar to  the  current 
nominee interest checkoff, o r colum n added to  the  Form  1040 Schedules B and D  so as to  indicate 
whether the item applies to  another social security num ber, in o rder to  avoid any m atching problem s.
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Contribution to  Simplicity
Removing the linkage to  parent’s and sibling’s returns would allow children’s returns to  stand on their 
own. Issues regarding m issing inform ation on one return, m atrim onial issues, and unintended A M T 
problems w ould be eliminated. T he perceived loop-hole o f  shifting incom e to  m inors w ould  rem ain 
closed  since fiduciary incom e m oves to  higher tax  brackets at low er incom e levels than individual 
income. Allowing across-the-board inclusion o f  a  child’s incom e on  a paren t’s return  could eliminate 
m any children’s returns and the  associated  com pliance burdens fo r taxpayers and the governm ent.
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MILEAGE ALLOWANCE
Present Law
A  standard  mileage allowance, determ ined annually, is allowed em ployees in determ ining their 
expenses related to  employment (31.5 cents per mile in 1997). F o r charitable contribution deduction 
pu rposes, a mileage allowance o f  12 cents per mile is used. F o r m edical expense deduction and 
moving expense deduction purposes, a  taxpayer may deduct a standard m ileage allowance o f  10 cents 
per mile.
Recom m ended Change
Tw o mileage rates should be allowed: O ne fo r business (currently set at 31.5 cents), and another for 
all nonbusiness purposes (charitable, medical and m oving expense). The rates w ould  be adjusted for 
the  cost o f  living, and w ould  be rounded to  the  nearest cent.
Contribution to  Simplicity
Taxpayers would no longer have to  rem em ber several different m ileage allowances, at least three o f  
w hich they are very likely to  have to  use  in the  sam e individual tax  return. The tax  system w ould, 
how ever, continue to  distinguish betw een activities which are business related  (w here depreciation 
applies) and those w hich are personal in nature.
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DIVORCE AND SEPARATION
Present Law
The tax  issues involved with divorce and separation, occur in m any areas o f  the  tax  law, such as sale 
o f  the principal residence, dependency exemption, disposition o f  the  family business, innocent spouse 
rules, and tax  liability o f  the  parties.
Recom m ended Changes
The following recom m endations are based on the  belief tha t the  tax  law  should be as unintrusive as 
possible in divorce and separation and tha t w hen individuals fail to  m ake affirm ative choices, the 
defaults im posed by law  and regulation should be fair. In  addition, the  A IC PA  has com m ented on 
an  allocated liability standard in com m ents to  IRS N otice  96-19 relative to  jo in t return  and 
community property issues fo r divorce and separated  taxpayers. The detailed recom m endations are 
set forth  in the  attached A ddendum  A. The follow ing is a  listing o f  the  specific recom m endations.
The legislative recom m endations are:
1. A m ending Internal R evenue C ode (IR C ) section 121, 
regarding the  definition o f  principal residence
for purposes o f  the  exclusion on  sale o f  residence incident to  divorce;
2. A m ending IRC section 1034,
regarding tim e period for acquisition o f  replacem ent residence by divorcing 
spouses;
3. A m ending IRC section 172,
regarding characterization o f  alim ony fo r net operating loss purposes;
4. A m ending IRC section 6013 (e)(4),
regarding AG I threshold for innocent spouse relief; and
5. Enacting  legislation
regarding division o f  carryover tax  attribu tes incident to  a divorce.
The regulatory  recom m endations are:
1. A dditions to  regulations under IRC sections 121 and 1034, 
regarding allocation o f  sales p roceeds from  sale o f  principal residence 
incident to  divorce;
2. Changes to  Treasury R egulation section 1.154-4T, Q & A  4, 
regarding revocation o f  w aiver o f  dependency exemption;
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3. Changes to  T em porary Treasury R egulation section 1.1041 -1T(c), Q & A  9, 
regarding stock  redem ptions incident to  divorce;
4. Changes to  Tem porary Treasury R egulation section 1 .1041-lT (d), 
regarding spousal notes issued in a divorce;
5. Changes to  Tem porary Treasury R egulation section 1.1041 -1T(d), 
regarding tax  consequences o f  transfers o f  partnership interests pursuant to  
a divorce and resultant debt relief;
6. Changes to  T reasury Regulation section 1.6013-5(b),
regarding the criteria applying to  the innocent spouse relief provisions;
7. Issuance o f  a  Published Ruling under IR C  sect i o n  108(d)(3), 
regarding determ ination o f  insolvency fo r a m arried taxpayer; and
8. W ithdraw al o f  Revenue Ruling 87-112,
regarding recognition o f  incom e on E E  bonds transferred  betw een spouses 
incident to  divorce.
C ontribution to  Simplification
M any o f  the  proposals simplify the tax  law. These include the proposed  changes to  Tem porary 
Treasury R egulation section 1 .1041-lT (c), Q & A  9 and Tem porary Treasury Regulation section 
1041-1T(d), IRC section 1034 regarding time to  replace a principal residence, IRC section 6012(e)(4) 
regarding the A G I threshold for innocent spouse relief, legislation regarding division o f  carryover tax  
attributes incident to  a divorce to  eliminate extensive tracing rules, and the proposed  w ithdraw al o f  
Revenue Ruling 87-112.
O ther Issues
Other proposals in the domestic relations area address inequities m ore than  simplification, such as the  
ru les fo r allocation o f  sales proceeds on the sale o f  a principal residence and the  revocation o f  a 
w aiver o f  dependency exem ption; how ever, because all o f  these dom estic relations issues are so 
interrelated, they have been kept intact as one proposal instead o f  being trea ted  as separate proposals.
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INTEREST EXPENSE
Present Law
U nder present law, an individual taxpayer m ust allocate interest expense am ong six possible 
categories (not including interest which must be capitalized): business (including passive), investm ent, 
qualified residence (acquisition related), qualified residence (hom e equity), personal, and interest 
attributable to  acquiring o r carrying tax-exem pt securities. The determ ination o f  the  treatm ent o f  an 
individual’s interest expense is often difficult both  because o f  the  num ber o f  possible categories and 
the com plexity o f  the allocation m ethods.
The current system  is highly com plex, w hich results in som e degree o f  noncom pliance (w hether or 
not intentional). Further, it is susceptible to  m anipulation by sophisticated taxpayers, is difficult to  
administer by the IRS, is unfa ir in the  sense that the  sam e type o f  interest expense m ay be deductible 
by one taxpayer but n o t another, and m ay encourage uneconom ic behavior.
Recommended Changes
A  legislative proposal and the  follow ing regulatory proposals are  set fo rth  in detail in A ddendum  B.
1. R egulation  sections 1 .163-8T (c)(1) and ( j)(1) -- P roposal for prim ary reliance on 
securitization -- allocation o f  debt & interest expense
2. R egulation sections 1 .163-8T(c)(3)(i) and (ii) — P roposal regarding th ird-party  financing
3. Regulation section 1.163-8T(c)(4)(iii)(B) — Proposal regarding supplem ental ordering rules 
and an exam ple o f  m ultiple accounts
4. R egulation  section 1.163-8T(c)(4)(iv) -- P roposal regarding the optional m ethod for 
determ ining date  o f  reallocation
5. R egulation section 1 .163-8T(d)(4) -- P roposal fo r an exam ple involving debt repaym ents 
w ith continuous borrow ings
6. R egulation sections 1 .163-8T(f), (g), and (h) — P roposal regarding passthrough entities
7. R egu la tion  section 1 .163-8T (m )(l) -- P roposal fo r coordination w ith  o ther provisions o f  
interest on  debt secured by a residence
8. R egulation section 1.163-8T(m )(2) and R egulation section 1.163-10T(b) — Proposal for 
coordination o f  the  in terest expense allocation rules w ith  section 265
9. Regulation section 1.163-10T(p)(3)(iii) -- Proposal regarding interest paid by the  nonresident 
spouse on the  m arital residence
10. R egulation  section 1 .163-10T(r) — Proposal regarding interest on debt secured by a 
residence to  effect transfer o f  property  incident to  a divorce
C ontribution to  Simplification
The proposals w ould  reduce the  taxpayers’ com pliance burden  as well as the  ability o f  taxpayers to  
manipulate the interest allocation rules. The proposals w ould  also encourage taxpayers to  en ter into 
transactions based only on econom ic reasons.
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SALE OF RESIDENCE
Present Law
U nder th e  general rule, gain on the  sale o r exchange o f  a principal residence is includible in gross 
income and is subject to  a maximum rate o f  28 percent. H ow ever, section 1034 o f  the IRC provides 
that if  an individual purchases a  new  principal residence w ithin tw o  years o f  selling the old residence, 
gain  from  the sale o f  the  old residence ( if  any) is recognized only to  the  extent that the taxpayer’s 
adjusted sales price exceeds the taxpayer’s cost o f  purchasing the  new  residence.
Further, under section 121 o f  the  IRC, in general, a taxpayer m ay exclude from  gross incom e up to  
$125,000 o f  gain from  the sale o r exchange o f  a  principal residence i f  the  taxpayer (1) has attained 
age 55 before the sale and (2) has used  the  residence as a  principal residence fo r th ree o r m ore years 
o f  the five years preceding the sale. This election is allowed only once in a  lifetime unless all previous 
elections are revoked. For this purpose, sales on o r before July 26, 1978 are not counted against the 
once in a  lifetime limit.
Only one spouse is required to  satisfy those tests in o rder to  be eligible fo r the  exclusion, bu t that 
spouse  alone m ust m eet all the  requirem ents. M arried couples are entitled to  only one $125,000 
exclusion betw een them  i f  they  file jo in tly  (provided neither has previously claimed it); i f  they file 
separately , they are entitled to  only $62,500 each. U nm arried individuals are each entitled to  
exclusions o f  $125,000. The section 121 exclusion w as increased from  $100,000 to  $125,000 in 
1981. It has no t been changed fo r the  effects o f  inflation since that time.
A  recent legislative proposal w ould  repeal the  section 121 exclusion and the section 1034 rollover 
rules and replace them w ith a $500,000 (m arried)/$250,000 (single) exclusion o f  gain on the sale o f  
a hom e; the  exclusion w ould  be available once every tw o years.
Recom m ended Change
The AICPA supports the above exclusion proposal with a few modifications. W e suggest a $500,000 
exclusion apply p er house. This w ould  focus on the m ore appropriate  issue - the  residence, and not 
on the m arital status o f  the  taxpayer. Further, the  exclusion proposal should apply if  the residence 
is th e  principal residence o f  either spouse at the  tim e o f  a  divorce o r legal separation o r i f  the  
residence is sold pursuant to  a  divorce decree o r legal separation. The $500,000 exclusion proposal, 
particularly w ith these m odifications, w ould be a simple and broad  solution to  the  m any hom e sale 
tax  problem s in the  present law  that the current proposal seeks to  correct.
C ontribution to  Simplification
The tax law should be changed to  reduce complexities and inequities related  to  the  sale o f  a  residence 
by: elderly individuals selling their residences and entering continuing care retirem ent comm unities, 
individuals w ith differing m arital statuses, individuals w ith inflation-based (non-econom ic) gains, 
individuals w ith losses, and individuals in different geographic areas.
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INTEREST ON UNDERPAYMENTS AND OVERPAYMENTS
Present Law
Interest on  underpaym ents is set at 3 percent above the short-term  federal rate, com pounded daily. 
Interest on  overpaym ents is set at 2 percent above the  short-term  federal rate, simple interest. The 
rates are revised quarterly, rounded to  the  nearest full percent.
Recom m ended Change
Elim inate the 1 percent differential betw een  underpaym ents and overpaym ents. The single interest 
ra te  w ou ld  be revised ju st once annually, unless the  Treasury D epartm ent determ ines that interest 
ra te s  are  very unstable. The in terest ra te  w ould  be com pounded annually instead o f  daily. The 
effective date  fo r the  annual in terest ra te  adjustm ent w ould be April 16.
C ontribution to  Simplicity
Because o f  daily com pounding and quarterly  ra te  changes, IRS interest calculations are unverifiable 
w ithou t a  com puter program . E ven  then, the  IR S and outside com puter program s often produce 
small unreconcilable differences. Calculating the  in terest on  an underpaym ent o f  estim ated tax  has 
becom e so complicated, that the IRS offers to  calculate it fo r taxpayers and bill them  after returns are 
filed.
T his recom m ended change will m ake in terest calculations simple and verifiable. The April 16 
effective date  will m ake it even sim pler fo r individuals.
O ther Issues
P ro s  - This recom m ended change fulfills the policy goal o f  creating a disincentive fo r settlem ent 
delays th rough  annually com pounding.
Cons - I f  tax  is owed for less than a full year, o r if  there  are rate  changes during the  year, interest will 
be slightly higher using an effective annual rate, than  a daily com pounding rate. R estricting rate  
changes to  once annually will yield different results than  the current quarterly  changes.
H istory - Interest on  underpayments and overpaym ents w as 6 percent until July 1, 1975. It w as then 
raised to  9 percent, with IRC section 6621 requiring the  T reasury D epartm ent to  adjust the  rate  once 
every tw o  years to  equal the  bank prim e rate. Effective January 1, 1983, a  change in the  rate  w as 
required  semi-annually, and IRC section 6622 w as added to  require daily com pounding o f  interest 
on underpaym ents. Effective January 1, 1987, the  change in the  ra te  w as required  quarterly  w ith 2 
percent above the short term  federal rate on overpaym ents and 3 percent above the  short federal rate  
on underpaym ents.
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The Tax Equity  and Fiscal Responsibility A ct o f  1982 instituted quarterly interest rate  changes 
because  o f  dram atic m onthly fluctuations the  U nited States w as experiencing at that time. W hen 
interest ra tes  are relatively stable, the  law  should vary the rate  less frequently.
The Tax Reform  A ct o f  1986 added an interest rate differential fo r underpaym ents and overpaym ents 
out o f  concern that they relate closely to  other interest rates in the economy. [H ow ever, o ther interest 
rates rarely include daily compounding (except as a  sales gimmick on low  rate  savings accounts). So 
daily com pounding and rate  differential are tw o  m ethods o f  accom plishing the sam e goal, and the 
daily com pounding (being the m ore com plicated) should be repealed as superfluous.]
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HEALTH INSURANCE PREMIUM DEDUCTION
Present L aw
C urrently, self-em ployed persons m ay deduct from  gross incom e 40 percent o f  am ounts paid for 
health insurance for themselves, their spouses, and dependents. The H ealth  Insurance Portability and 
Accountability A ct o f  1996 provided an increase in the  percentage deductible; 45 percent from  1998- 
2002, 50 percent in 2003, 60 percent in 2004, 70 percent in 2005 and 80 percent in 2006. This tax  
deduction is limited for the self-employed to  their earned incom e from  their self-em ploym ent activity. 
Earned income is defined as net income from  the activity m inus one-half o f  the  sum  o f  the  calculated 
self-employment tax  and any self-em ployed retirem ent plan contributions. So if  the earned incom e 
from  the  activ ity  as defined above is a  loss fo r the  current year, no  tax  deduction will be allowed. 
Also, the deduction fo r health  insurance is no t taken  in to  account  w hen calculating the self- 
employment tax, so the benefit o f  this deduction is fu rth e r reduced  fo r the  self-em ployed person. In 
contrast, incorporated  businesses receive a 100 percent tax  deduction for all health insurance 
premiums paid fo r ow ners and employees, there  is no  earned incom e lim itation calculation, and the 
deduction is taken  before  the  calculation on net income.
Recom m ended C hange
Self-employed business owners should be treated the same as their corporate com petitors. The health 
care deduction fo r the  self-em ployed should be b rought to  100 percent as quickly as possible.
C ontribution to  Simplification
I f  the  100 percent deduction for health insurance prem ium s for the self-em ployed is enacted the 
current phase-in rules will be eliminated and self-em ployed business ow ners will be trea ted  the same 
as their corporate  com petitors.
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Present Law
M any m ethods are used to  calculate depreciation.
Recommended Change
U se the straight line m ethod to  calculate all depreciation.
C ontribution to  Simplification
T his change w ould raise revenue i f  existing entities w ere perm itted to  convert to  the straight line 
m ethod and would eliminate the  necessity o f  referring to  num erous depreciation tables to  determ ine 
which is appropriate. In addition, if  only the straight line m ethod to  calculate depreciation is allowed, 
less record  keeping and preparation  tim e w ould be required by taxpayers and tax  practitioners.
DEPRECIATION
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REFUND CHECKS AND ADJUSTMENT NOTICES
Present Law
The IRS sends refund checks and adjustm ent notices in separate correspondence. F o r example, if  a 
taxpayer has a refund coming o f  $1,000.00 and the IRS offsets som e o f  this fo r back taxes o r student 
loans, etc., the  taxpayer gets a reduced refund check w ithout any explanation w hy the refund is 
diminished. Sometimes the explanation never com es, bu t usually the  adjustm ent notice arrives about 
tw o  w eeks after the  refund check. In  the  m eantim e, the  taxpayer is left to  w onder w hy his o r her 
refund is short.
R ecom m ended Change
Send the refund check and adjustm ent notice in the  sam e correspondence.
C ontribution to  Simplification
There would be less stress and confusion fo r the  taxpayer and an easing o f  the  adm inistrative burden 
on the IRS. Som e postage m ay also be saved.
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INTEREST CAPITALIZATION
B ackground
Under section 263A(f) o f  the  IRC, in terest expense attributable to  the  cost o f  constructing an asset 
is not currently deductible. It m ust be capitalized and added to  the  basis o f  the  asset. N otice  88-99 
p rov ided  ra ther detailed guidance on how  the  interest capitalization rules should apply to  flow ­
through entities and related parties.
P resent Law
The Notice 88-99 rules for related parties and flow-through entities are very com plicated and difficult 
to  follow. For flow-through entities, the rules are applied first at the  partnership (S corporation) level 
and then  at the  partner (shareholder) level. There are tw o  general sets o f  rules fo r flow -through 
entities, depending on w hether the  partnership o r the  partner is the producing entity.
I f  the  partnership is the  producer, and i f  the  partnersh ip’s accum ulated p roduction  expenditures 
(A P E s) exceed  its ow n traced  and avoided cost debt, the  entire interest related to  that traced  and 
avoided cost debt is capitalized. The remaining APEs are subject to  capitalization by any partner that 
has avoided cost debt. B u t a  partner is n o t subject to  these rules if  bo th  prongs o f  the  following de 
m inim is te st are m et.
1. The partner ow ns no m ore than  20 percent o f  the  partnership; and
2. The partner’s share in the partnersh ip’s A PEs (reduced by the partnersh ip’s traced  and 
avoided cost debt allocable to  such A PEs) is no m ore than $250,000.
I f  the partner is the producer, and if  the partner’s A PE s exceed its ow n traced  and avoided cost debt, 
then the entire interest related to  that traced  and avoided cost debt is capitalized. I f  the  partnership 
incurs in terest that is included in the  distributive share o f  the  partner (and is no t allocated to  the 
partnership’s own APEs), the partner capitalizes such flow -through interest as if  it w ould  have been 
capitalized had it been incurred directly by the partner. A  partner is no t subject to  these rules, 
how ever, i f  bo th  prongs o f  the following de minimis test are met:
1. The partner ow ns no m ore than  20 percent o f  the  partnership; and
2. The interest expense that is included in the  partner’s distributive share fo r its tax  year is no 
m ore than $25,000.
The related party rules are extremely com plicated. Generally, if  a  m em ber o f  the  taxpayer’s parent- 
subsidiary controlled group (related party) has interest on  traced  o r avoided cost debt no t capitalized 
w ith  respect to  its  own APEs, the  related party  m ust capitalize the  am ount o f  interest that the 
taxpayer w ould  have capitalized, using avoided cost principles as if  the  taxpayer itse lf had incurred 
the interest.
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Proposed  Simplifications
Financial A ccounting Standard N o. 34 (FA S) requires the  capitalization o f  interest fo r financial 
accounting purposes and includes rules for related parties. Requiring conform ity w ith FA S 34 w ould 
sim plify these rules m ore than  any o f  our o ther recom m endations. H ow ever, i f  this cannot be 
accom plished, the  follow ing simplifications should be considered.
A. Liberalize D e M in im is Rules
The presence o f  pass-through entities creates unbelievable com plexity to  the  m echanical process 
o f  calculating capitalized interest. F o r example, i f  a  partnership is undergoing the production 
activ ity  and has excess p roduction  costs bu t has no “o ther eligible debt” w ithin the entity, 
information m ust generally be provided to  each partner as to  the  extent o f  his o r her share o f  the 
partnersh ip’s excess production  costs. “O ther eligible debt” outside the  partnership m ust be 
identified, including debt in o ther partnerships, a  portion  o f  the  in terest on  w hich m ust then  be 
capitalized to  the  p roduction activity o f  the  first partnership.
It w ou ld  m ake sense to  establish de m inim is rules tha t only require capitalization w hen it is 
substantial in nature. The de m inim is limitation should be set at the  producing en tity ’s level (e.g., 
based  upon  a certain  am ount o f  the  producing entity’s A PEs) ra ther than  at the  ow ner’s level. 
For example, section 460(e) provides that certain long-term  contracts o f  less than  $10 million are 
excepted from  the  requirem ent to  capitalize certain  direct and indirect cost, but they are not 
excepted from  the in terest capitalization requirem ent.
B. Simplify the  O rdering R ules
W hen m ultip le  corporations are related to  a single producing corporation  o r w hen a single 
corporation is related to  multiple producing corporations, com plicated ordering rules apply under 
th e  deferred asset m ethod. A ttributing A PEs o r  debt to  related parties could be simplified by 
allow ing taxpayers to  adop t any reasonable ordering m ethod and use it consistently. The IRS 
might consider publishing a list o f  ordering rules tha t it considers “reasonable” fo r th is purpose. 
For example, ordering rules that allow the taxpayer to  select the  affiliate w ith  the  largest am ount 
o f  eligible debt m ay be preferred by som e g roups and m ay be sim pler to  administer.
C. In terest R ates
The calculation o f  the applicable interest rate is extrem ely com plicated, especially considering the 
interest ra te  differentials am ong the various outstanding debt obligations o f  the  controlled 
members o f  the  group. Allowing taxpayers to  use the applicable Federal ra te  (A FR ) (and no t the 
A F R  p lus 3 percentage points) w ould  substantially simplify this calculation. Currently, few  
taxpayers avail them selves o f  A FR  plus 3 percent because the  rate  is to o  high.
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D. Definition o f  R elated Parties
Sim plification w ould  result by m odifying which persons and producing taxpayers are “related 
persons.” F or example, 80 percent could be used instead o f  50 percent in determ ining w hether 
a re la ted  group o f  entities are considered to  be related parties under the  interest capitalization 
rules.
E. Consolidated G roups
In applying the interest capitalization rules to  consolidated groups, simplification w ould  result if  
the rules would follow FAS 34, w hich provides that, in applying the  interest capitalization rules, 
intercompany indebtedness is eliminated. I f  this simplification is no t adopted, o ther approaches 
w ould  include.
1. Provide that only intercompany indebtedness o f  the producing mem ber is eligible debt.
2. P rov ide  an ordering rule that trea ts  intercom pany debt as eligible debt only after 
outside debt.
3. Count debt only once, so that am ounts that are lent m ore than once w ithin the group 
are not doubled up.
F . Principal Purpose Test
To achieve maximum simplification while retaining a viable capitalization requirem ent, a  partner 
(o r  S shareholder) should capitalize interest i f  the principal purpose o f  the  partner (o r S 
shareholder) for incurring the debt is the reduction o f  debt subject to  interest capitalization at the  
partnership o r S corporation  level. This could be coupled w ith  an antiabuse test.
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DISTRIBUTIONS AFTER DEATH
P resent Law
U nder cu rren t law, a participant in a  retirem ent plan qualified under sections 401(a), 403(a) o r 
403(b), an individual retirem ent account o r annuity under section 408, o r a  deferred com pensation 
p lan  fo r  em ployees o f  state  o r local governm ents o r tax-exem pt organizations is required to  
commence receiving distributions by the  “required  beginning date” (R B D ) as that term  is defined in 
section 401(a)(9)(C). W hen the  participant dies, additional rules regarding post death distributions 
are  triggered . These rules are com plex, requiring extensive current regulations. One o f  the 
com plexities is a difference under section 401(a)(9)(B ) in the  options available and the applicable 
rules fo r distributions that begin before o r after a  participant’s death. A lso, post-death  distribution 
differs i f  they com m ence before o r after the  participant’s RBD.
Recom m ended Change
E lim inate  the  distinction betw een distributions tha t begin before o r after a  participant’s death. A t 
death, distributions should be required to  be paid over the  life expectancy o f  the  beneficiary and they 
should begin no later than  one year after the  deceden t’s death.
C ontribution to  Simplification
The current rules regarding distributions after death  are extrem ely complex. The penalties for failure 
to  m ake a minimum required distribution can run to  50 percent o f  the  shortfall and/or tax  
d isqualification o f  the  plan. A  consistent and simplified approach to  post death  distributions, in 
conjunction w ith o ther recom m ended changes w e are suggesting, will simplify planning and reduce 
the  pitfalls and penalties that taxpayers run  afoul o f  in attem pting to  com ply w ith the current rules.
This is one of six recommendations all designed to simplify minimum distribution requirements under
IRC section 401(a)(9).
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DISTRIBUTIONS BEFORE RETIREMENT
This is one of six recommendations all designed to simplify minimum distribution requirements under
IRC section 401(a)(9).
Present Law
Current law requires a  tru st o r annuity fo r a  retirem ent plan qualified under sections 401(a), 403(a) 
o r 403(b) to  begin making distributions to  an employee by the “required beginning date” (RBD ). The 
term  R B D  generally m eans April 1 o f  the  calendar year following the  later o f
1) the  calendar year in w hich the  em ployee attains age 70 ½ ; or
2) the calendar year in which the  em ployee retires.
However, under section 401(a)(9)(C ), effective fo r years beginning after D ecem ber 31, 1996, (with 
narrow exceptions fo r certain Em ployee S tock  O w nership Plans), an em ployee w ho is a “5-percent 
o w n er” (as th a t term  is defined in section 416) m ust begin receiving distributions under the  first 
option (age 70 VS) and cannot w ait until retirem ent.
R ecom m ended Change
I f  distributions are required to  commence fo r certain  ow ners before they retire, the  ru le’s application 
should  be  lim ited to  20 percent ow ners, w here the  present value o f  their accrued benefit exceeds 
$750,000.
C ontribution to  Simplification
R equiring  distributions before retirem ent w hen an em ployee is still actively participating in a 
re tirem en t plan adds unneeded com plexity and expense to  pension contribution and distribution 
calculations. In addition, the House Committee Report for Public Law  N o. 104-188, (Small Business 
Job  P ro tec tion  A ct o f  1996), the law  that eliminated age 70 VS as a distribution requirem ent for 
em ployees w ith  less than a 5 percent ow nership interest, stated simply that it is inappropriate to  
requ ire  all participants to  com m ence distributions by age 70 VS w ithout regard to  w hether the 
participant is still employed by the  em ployer. W e concur w ith  this statem ent and believe it should 
also  be applied  to  many o f  the  m inority shareholder o r ow ner em ployees w ho now  fall outside its 
scope. I f  the objective o f  the  law  is to  require em ployees to  use the funds fo r retirem ent and no t to  
build up an estate  w ith tax  deferred dollars, such a provision should be limited to  those em ployees 
w ho are m ore likely to  control their retirem ent date  and w ho have built up  significant tax  deferred 
assets. W e believe a cu to ff o f  the  ru les’ application to  em ployees w ith  less than  a 20 percent 
ow nership in terest o r less than a $750,000 accrued plan benefit w ould m eet that criteria.
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This is one o f  six recommendations all designed to  simplify minimum distribution requirem ents under 
IRC section 401(a)(9).
Present L aw
C urrent law  im poses a  10 percent excise tax  on  prohibited transactions. O ne type o f  prohibited 
transaction  is the  lending o f  m oney o r o ther extension o f  credit betw een a plan and a disqualified 
person . A  plan participant is a  disqualified person. H ow ever, the  prohibited transaction  rules 
generally exempt participant plan loans from  the  prohibited transaction tax. The exem ption how ever 
does not extend to  sole proprietors (including the  individual’s spouse, lineal descendants, b rothers 
and sisters), o r S corporation  shareholders ow ning m ore than  5 percent o f  the  stock  (including the 
individual’s spouse, lineal descendants, b ro thers and sisters). Further, current law  states that a plan 
is no t qualified i f  benefits provided under the  plan are assigned o r alienated. Participants w ho take 
plan loans and secure them  with their account balance are considered to  have assigned benefits unless 
the  plan loan is exem pt from  the  prohibited transaction  tax. B ecause sole p roprie to rs and certain S 
corporation shareholders and partners are no t exem pt from  the  prohibited transaction  rules as they 
relate to  loans, the  m aking o f  a  loan could also result in plan disqualification.
Recom m ended C hange
Sole proprietors and subchapter S corporation shareholders and partners should be able to  take  loans 
from  a qualified plan subject to  the  same rules available to  o ther plan participants.
C ontribution to  Simplification
The inability o f  sole proprie to rs and certain partners and subchapter S corporation  shareholders to  
borrow  from  qualified plans while allowing o ther types o f  plan participants to  borrow  from  qualified 
plans creates an unnecessary state  o f  confusion. W hile the  law  encourages these  individuals to  save 
fo r retirem ent th rough  the  providing o f  a  tax  deduction fo r plan contributions, it sets a trap  fo r the 
unwary. Typically, those that get caught are small business persons w ho are unsophisticated o r lack 
the  financial m eans to  receive sound professional advice. B esides the  im position o f  the  10 percent 
prohibited  transaction  tax, the  plan could also be disqualified. These sanctions considered in the 
agg reg a te  a re  extrem e and harsh. The law, as it is w ritten  today, has tw o  traps. First, individuals 
rela ted  to  sole p roprie to rs and certain S corporation  shareholders and partners are also prohibited 
from taking plan loans. F o r example, an adult child w ho  is no t a  shareholder in an S corporation, but 
w ho is an em ployee and a plan participant cannot take  a plan loan simply because his o r her father 
or m other ow ns the company. Second, w hen a shareholder in a  regular corpora tion  th a t has elected 
to  be taxed as a  subchapter S corporation has an outstanding loan, the loan will be  considered to  be 
a prohibited transaction on the effective date  o f  the  S corporation  election unless it is repaid prior to  
the effective date. I f  the  loan is no t repaid, a  prohibited transaction tax  w ould  be applicable as well 
as the possibility o f  plan disqualification. The law ’s differing standard w ith  regard  to  loans creates 
situations in w hich certain  taxpayers taking loans find the  consequences devastating. B ecause the 
ability to  take loans exists for the vast majority o f  plan participants, it does no t appear to  be good  tax  
policy to  single ou t sole proprie tors and certain  partners and S corporation  shareholders.
PROHIBITION ON QUALIFIED PLAN LOANS
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LIFE EXPECTANCY FOR PURPOSES OF THE MINIMUM
DISTRIBUTION REQUIREMENTS
This is one o f  six recommendations all designed to  simplify minimum distribution requirem ents under 
IRC section 401(a)(9).
Present Law
U nder cu rren t law, a  participant in a retirem ent plan qualified under sections 401(a), 403(a) o r 
403(b), an individual retirem ent account or annuity under section 408, o r a deferred com pensation 
p lan  fo r em ployees o f  state  o r local governm ents o r tax-exem pt organizations is required to  
commence receiving distributions by the  “required beginning date” (RBD ) as that term  is defined in 
section 401(a)(9)(C ). A s a general rule, in calculating the  required minimum distribution that m ust 
be made by the RBD and subsequent years, the participant’s account balance (for defined contribution 
p lans) m ust be divided by the  life expectancy o f  the  participant o r the  jo in t and last survivor life 
expectancy  o f  the  participant and his o r her beneficiary. In  determ ining life expectancy, section 
401(a)(9)(D) provides that the life expectancy o f  the  participant and the  spouse m ay be redeterm ined 
annually. The regulations clarify th a t either the  participant’s o r  the  spouse’s life expectancy m ay be 
fixed at the time o f  the R B D  or recalculated annually, bu t tha t any o ther beneficiary’s life expectancy 
m ust be fixed at the  tim e o f  the  RBD.
Recom m ended C hange
Elim inate the ability to  recalculate life expectancy annually.
C ontribution to  Simplification
The recalculated life expectancy m ethod, which involves annual redeterm ination o f  life expectancy, 
is m ore com plex than  the  fixed “term  certain” m ethod, w hich requires that life expectancy be 
determ ined once, at the  RB D . This is particularly so i f  the  life expectancy o f  each annuitant is 
determined under different m ethods. Furtherm ore, the  recalculated m ethod is a trap  fo r the  unw ary 
in  th a t once the participant o r spouse using that m ethod dies, their rem aining life expectancy is 0. 
This requires the follow ing year’s distribution to  be significantly increased, o r if  that person  is the 
second to  die, a full distribution o f  the  account balance. Elim inating the m ethod simplifies the  tax  
rules and tax  planning by providing fo r an easy to  calculate, predictable stream  o f  distributions.
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HALF-YEAR REQUI REMENTS
This is one o f  six recommendations all designed to  simplify minimum distribution requirem ents under 
IRC section 401(a)(9).
Present L aw
Section 401(a)(9) o f  current law requires distributions from  various retirem ent plans to  begin, under 
m any scenarios, by April 1 o f  the  calendar year following the calendar year in which the  em ployee 
attains age 70 ½ . The retirem ent plans subject to  this rule include:
• Qualified retirem ent plans under section 401 (a) o r 403(a);
• Individual retirem ent accounts and annuities under section 408;
• Tax deferred annuities under section 403(b); and
• D eferred com pensation plans o f  state and local governm ents and tax-exem pt organizations 
under section 457.
Failure to  do so can result in a  50 percent penalty on the am ount o f  the  required  distribution and /or 
disqualification o f  the plan.
In  add ition , section 72(1) im poses, subject to  certain exceptions, a  10 percent additional tax  on 
distributions from  plans qualifying under sections 401(a), 403(a), 403(b) o r 408 i f  the  distribution is 
m ade before the plan participant attains age 59 ½ .
R ecom m ended Change
Elim inate the  various half-year requirem ents currently in use by reducing the  age 70 ½ and 59 ½  
requirem ents to  ages 70 and 59, respectively.
C ontribution to  Simplification
The ½ year requirements are som ew hat confusing to  the unsophisticated taxpayer. D ropping the  ½  
year convention w ould  m ake the  requirem ents m ore user friendly.
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DESIGN-BASED SAFE HARBOR FOR MINIMUM
DISTRIBUTION REQUIREMENTS
This is one o f  six recommendations all designed to  simplify minimum distribution requirem ents under 
IRC section 401(a)(9).
Present Law
The calculation o f  minimum required distributions under section 401(a)(9) is exceedingly com plex 
requiring 42 pages in the  current p roposed  regulations. The consequences o f  an insufficient o r late 
distribution can be a 50 percent penalty on the  am ount o f  the distribution shortfall, and/or a tax  
disqualification o f  the  plan.
Recom m ended Change
A  design-based safe harbor should be considered. One possibility w ould  be that a taxpayer 
com m encing  distributions at age 70 ½ could be allowed to  elect to  receive a minimum annual 
distribution o f  10 percent o f  the account balance on the December 31 o f  the  year he o r she attains age 
70 ½ . Once determ ined, this am ount w ould  rem ain fixed and w ould be required to  be received 
annually until the  account is depleted.
C ontribution to  Simplification
A  proposal similar to  the one above w ould  simplify the required calculations and reduce the chances 
o f  inadvertently running afoul o f  the  penalty provisions.
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DEFINED CONTRIBUTION KEOGH
Present Law
U nder current law, contributions that do no t exceed the lesser o f  25 percent o f  com pensation or 
$30 ,000  can be m ade to  K eogh plans in a given year. The maximum  com pensation that can be 
considered  fo r 1997 is $160,000. I f  a profit sharing K eogh plan is established, the  maximum  
contribution that can be m ade is 15 percent o f  com pensation. Therefore, considering the  maximum  
compensation o f  $160,000, the maximum contribution to  a  K eogh profit sharing plan is $24,000. In 
o rder to  contribu te an additional $6,000 to  a  second plan, a  m oney purchase pension K eogh plan 
would need to  be established. This requires a separate plan docum ent and tru st as well as a separate 
accounting.
Recom m ended Change
Allow sole proprietors w ho have no em ployees to  contribute the  m axim um  contribution o f  $30,000 
to  a  single profit sharing K eogh plan by increasing the  percentage from  15 percent to  25 percent.
C ontribution to  Simplification
This change w ould  eliminate the  need fo r eligible individuals to  establish tw o  plans, tw o  trusts and 
to  keep tw o separate accountings. This w ould eliminate unnecessary adm inistrative costs to  both  the 
K eogh plan holder as well as the bank, broker, insurance com pany o r o ther investm ent com pany 
holding the assets. In addition, both  the  Internal R evenue Service and taxpayer w ould  benefit from  
paper reduction  by eliminating the need to  file tw o  Form  5500's each year.
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THROWBACK RULES APPLICABLE TO DOMESTIC TRUSTS
Present Law
The throwback rules o f  Subchapter J o f  the IRC sections 665-669 generally trea t a  tru st beneficiary 
w ho receives distributions o f  accum ulated incom e as i f  the  beneficiary had received the distributed 
amounts (including the taxes paid by the trust on them) in the year o r years in which they w ere earned 
by the trust. The purpose o f  the  throw back rules is to  prevent avoidance o f  incom e taxes through 
the accumulation o f  income in one o r m ore trusts at tax  rates w hich are low er than  the  rates at which 
the trust beneficiary w ould have paid taxes with respect to  the  same incom e if  it had been distributed.
Recom m ended C hange
I t is proposed  that the  throw back rules be repealed as far as they apply to  dom estic trusts. They 
w ou ld  rem ain in the  IRC and continue to  apply to  foreign situs tru sts w ith  U .S. beneficiaries. 
Because such foreign trusts would have paid no U.S. tax  w ith  respect to  accum ulations, the  potential 
fo r abuse w ould  still exist i f  the throw back rules did no t still apply to  foreign situs trusts. The 
throwback rules would still apply to  multiple trusts, as provided in the  legislation passed by Congress 
in 1992 and vetoed  by President Bush.
C ontribution to  Simplification
The complex tax  calculations im posed on the tru st beneficiary and difficult record  keeping burdens 
imposed on the fiduciary as a result o f  the throw back rules w ould  be eliminated. The abuses sought 
to  be corrected by these com plex provisions arose as a result o f  the  broad progressive ra te  schedule 
which m ade it profitable to  use  tru sts as separate taxpayers rather than tax  incom e and gain at an 
individual’s top  m arginal rate. The rate  com pression pu t in place by the 1986 Tax R eform  A ct has 
rendered  these provisions virtually obsolete in tha t m ost tru sts  are now  taxed at rates equal to  o r 
g reater than  m ost individuals.
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GIFT TAX RETURN EXCLUSION RULES
Present Law
Section  6019  requires a  gift tax  re tu rn  be filed if  a transfer is: (1) no t excluded as a qualifying 
educational o r medical expense (section 2503(e)), (2) in excess o f  the  annual exclusion (section 
2503(b )), o r (3) to  donees o ther than  the  donor’s spouse (section 2523). Thus, a  section 2522 
charitab le  gift, which w ould  result in no taxable gift and no  gift tax, triggers a  return  filing 
requirem ent even if  the  charitable gift is the  only transfer.
Currently, after excluding qualifying $10,000-per-donee annual transfers and transfers fo r educational 
and medical expenses, there  are only tw o  deductions to  consider in com puting taxable gifts. These 
are the  deductions fo r (1) charitable gifts (section 2522) and (2) gifts to  spouses (section 2523).
Recom m ended Change
Section 2522 charitable gifts should be statutorily exempted. Transfers qualifying as either exclusions 
from  gift tax  consideration o r gifts to  spouses are already statu torily  exem pted from  any gift tax  
retu rn  filing requirem ent.
C ontribution to  Simplification
W e believe m any gift tax  returns currently are required to  be filed simply because a section 2522 
charitable gift is m ade during the  year. This results in unnecessary tim e and expense being incurred 
by bo th  the taxpayer and the  Internal R evenue Service.
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UNIFIED CREDIT AND GENERATION-SKIPPING TRANSFER TAX 
EXEMPTION PORTABILITY BETWEEN SPOUSES
P r esent  L aw
U nder current law, the  $600,000 unified credit exem ption equivalent am ount and the $1 million 
Generation-Skipping Transfer Tax (G ST T ) exem ption o f  a first-to-die spouse will be w asted if  such 
spouse does not m ake lifetime transfers and either (1) does not ow n enough property  at the tim e o f  
his o r her death to  utilize his o r her unified credit and/or G STT exem ption o r (2) bequeathed his or 
her entire estate  to  the surviving spouse.
H ow ever, portability betw een spouses o f  the unified credit exem ption equivalent and the G STT 
exem ption am ounts can be achieved by skillful drafting and “hedging” gifts.
Specifically, interspousal gifts can be m ade from  the  w ealthier spouse, to  the  o ther spouse so that 
each spouse has a t least $1 million o f  property. D epending upon  the specific family circum stances, 
such a gift m ay raise concerns unless a  qualified term inable interest p roperty  (QTBP) trust is used.
T he will (o r adm inistrative trust) can then  be drafted to  avoid the loss o f  the  benefit o f  the unified 
credit from  overuse o f  the  m arital deduction by including a by-pass (credit shelter) tru st bequest to  
the decedent's children (or other non-spousal beneficiary). Similarly, loss o f  the  benefit o f  the G STT 
exemption can be avoided w ith  skillful drafting entailing the use o f  tw o  m arital trusts, one o f  which 
is a "Reverse QTIP" tru st funded w ith  the  am ount o f  the  otherw ise unused G STT exemption.
T herefo re , under current law, w ell-inform ed spouses can achieve portability o f  the  unified credit 
exem ption equivalent and the G STT exem ption through the use o f  lifetime interspousal gifts and 
transfers to  non-spousal beneficiaries tha t m ay not have otherw ise been made. Conversely, similarly 
situated uninform ed spouses m ay pay unnecessary taxes w hen the exem ptions are w asted.
R ecom m ended Change
A llow  the  surviving spouse to  utilize the  unused unified credit exem ption equivalent and G STT 
exem ption o f  the first-to-die spouse. This change w ould (1) result in similarly situated m arried 
pe rsons being taxed in the  same m anner; (2) be consistent w ith the policy o f  treating spouses as a 
single economic unit; and (3) eliminate the  need for lifetime hedging gifts and trusts  tha t are created 
solely to  ensure utilization o f  these examinations.
U nder this recom m ended change, i f  the  first-to-die spouse bequeaths his o r her entire estate to  the 
surviving spouse, a one-tim e (all o r nothing) election could be m ade so tha t no estate  tax  w ould be 
im posed due to  the  m arital deduction and the surviving spouse w ould  be entitled to  a  $1.2 million 
unified credit exem ption equivalent am ount. Similarly, the surviving spouse w ould be entitled to  a 
$2 million G STT exem ption w here the entire estate  o f  the first-to-die spouse is bequeathed to  the 
surviving spouse.
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Simplicity w ould be achieved in tw o  m ain areas. First, this change w ould  eliminate the  incentive to  
make lifetime hedging gifts between spouses that w ould  no t be desired fo r non-tax  reasons. Second, 
th is change w ould  eliminate the  need fo r som e trusts  that are created solely fo r tax  purposes. 
Specifically, a by-pass (credit shelter) tru s t w ould  no t need to  be established unless there  w as a non­
tax  reason  fo r deflecting part o f  the  decedent's esta te  from  the surviving spouse. Similarly, there 
w ou ld  be no need to  establish a "Reverse Q T I P" tru st in o rder to  utilize the  first-to-die spouse's 
G ST T  exem ption; only one m arital tru s t w ould  be required.
O ther Issues
Assum ing tha t no t all spouses are fully advised as to  the  techniques fo r avoiding loss o f  the  unified 
credit exemption equivalent amount and/or the G STT exemption, the  proposal will involve som e loss 
o f  revenue. However, revenue could be increased due to  the  fact that an esta te  tax  m ay be im posed 
on the grow th (during the time period betw een the deaths o f  the  spouses) on  the  property  that w ould 
otherw ise have been transferred to  a  by-pass (credit shelter) trust.
A dditionally , the portability o f  the unified credit exem ption equivalent am ount and the G STT 
exemption amount also furthers the Congressional purpose o f  neutrality betw een spouses in com m on 
law  property  states w ith  spouses in com m unity property  states. Spouses in com m unity p roperty  
jurisdictions are m ore likely to  hold property  in approxim ately equal am ounts so that the  credit and 
exem ption benefit loss is less likely.
Contribution to Simplicity
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ESTATE TAX INCLUSION PERIOD REGULATIONS
Present Law
The $1 million G eneration-Skipping Transfer T ax  (G ST T ) exem ption m ay be allocated to  lifetime 
gifts. F or purposes o f  determ ining the am ount o f  the  allocation, the  value o f  the  property  is 
determined as o f  close o f  the “estate tax inclusion period” (ETIP). An E T IP  exists during the period 
in which the transferred property  w ould have been includible in the  transferor’s gross estate  had the 
transferor o r the  transfero r’s spouse retained an in terest in the  transferred property.
Recom m ended C hange
Elim inate the  com plex (and universally m isunderstood) E T IP  regulations. The E T IP  regulations 
should  be replaced w ith  a  simplified rule that provides tha t an allocation o f  the  G ST T  exem ption 
becom es final w hen a com pleted transfer is m ade. This w ould  be a m ore understandable rule.
Contribution to  Simplification
The E T IP  regulations w ere  designed to  prevent taxpayers fr om  “leveraging” the $1 million G STT 
exem ption  by allocating the exem ption prior to  m aking a com pleted transfer. Leveraging o f  the 
GSTT exemption occurs w hen m ore than one dollar o f  transfer is exem pted from  the  G STT for each 
dollar o f  G STT exem ption used. The regulations are designed to  prevent special tax  planning that 
rarely  occurs in the  real world. B ecause the regulations are extrem ely com plex and generally 
m isunderstood, the  effect o f  the regulations is to  cause innocent taxpayers to  m ake ineffective 
allocations o f  their G STT exemption. These regulations cause significant uncertainty in determining, 
and thus planning for, a  transferor’s G STT liability and are a  trap  for the  unwary.
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CHARITABLE LEAD ANNUITY TRUST RULES
Present Law
The inclusion ratio for a charitable lead annuity trust is determined under a special rule. This rule w as 
enacted by C ongress ou t o f  concern that the  application o f  the  general rule governing the 
computation o f  the applicable fraction w ould perm it leveraging o f  the  G eneration Skipping T ransfer 
Tax (G ST T ) exemption. Leveraging o f  the  G STT exem ption occurs w hen m ore than one dollar o f  
tran sfe r is exem pted from  the  G ST T  for each dollar o f  G ST T  exem ption used. Generally, in 
com puting  the denom inator o f  the  applicable fraction, the  value o f  the  p roperty  transferred  to  a 
charitable lead annuity tru s t is reduced  by any estate  o r gift tax  charitable deduction allow ed on the 
transfer. The effect o f  this reduction o f  the denominator is to  increase the applicable fraction, thereby 
reducing  th e  inclusion ra tio  and the  applicable ra te  o f  G S T T  tax. H ow ever, in com puting the 
charitable deduction, taxpayers m ust use present value assumptions that assum e the  tru st earns a  fixed 
rate o f  return  based on  the  applicable federal ra te  during th e  m onth  o f  the  transfer o r the  applicable 
federal ra te  during either o f  the  tw o  previous m onths. The purpose o f  these rules is to  prevent 
taxpayers from benefitting in the event the trust earns a  greater return than  that assum ed in com puting 
the  applicable federal rate.
Recom m ended Change
R evoke section 2642(e) w hich im poses special rules solely on charitable lead annuity trusts. U nder 
sec tion  2642(e), the  “applicable fraction” and “inclusion ratio” fo r a  charitable lead annuity tru st 
cannot be determined until the end o f  the trust’s lead period (w hich m ay be m any years in the  future). 
A s a result, a transferor cannot determ ine the  correct am ount o f  his o r her G STT exem ption to  
allocate to  the trust until the end o f  the lead period. Further, unlike o ther trusts, i f  the  transferor over 
a llocates his o r her G ST T  exem ption to  a charitable lead annuity trust, the  excess am ount is not 
restored to  the transferor. The special rules should be eliminated in favor o f  m ore simple rules w hich 
use the applicable federal rate  on the date the  tru st is established. I f  leveraging occurs, it will benefit 
bo th  the charity and the  noncharitable beneficiaries. A s a result, th e  benefit will no t cause an 
extraordinary benefit to  the  taxpayer.
Contribution to  Simplification
The special rule for charitable lead annuity trusts is designed to  prevent a very  carefully designed, bu t 
rarely used, device to  leverage the benefit o f  the  $1 million G ST T  exem ption. Generally, taxpayers 
will not engage in transfers to  charitable organizations fo r the  sole purpose o f  benefitting them selves 
o r their families. As a result, it is unlikely that this special rule w ould  be used by taxpayers o r tax  
practitioners. By designing a  special rule to  prevent a  possible tax  abuse that rarely, i f  ever, occurs 
in the “real world,” Congress has unnecessarily caused the  rules w ith  regard  to  the allocation o f  the 
G ST T  exem ption to  be  unreasonably  complex.
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INCOME TAXATION OF POWERS OF APPOINTMENT
Present Law
Generally, the lapse o f  a general pow er o f  appointm ent is a  taxable event fo r transfer tax  purposes 
[IRC sections 2041(b)(2) and 2514(e)]. H ow ever, such a lapse is no t subject to  estate  o r gift tax  to  
the  extent the  value o f  the  property  subject to  the  pow er in any calendar year does not exceed the 
g rea ter o f  $5,000 o r five percent o f  the  value o f  the property  from  w hich an exercise o f  the pow er 
could have been satisfied. This "5 o r 5 exception" is com m on in m oderate-size tru sts  to  give incom e 
beneficiaries access to  small amounts o f  corpus without transfer tax  consequences and w ithout having 
to  justify the distribution to  the trustee based on some subjective criteria (such as health, m aintenance, 
o r support).
W hile the  transfer tax  consequences o f  a  lapse o f  a  pow er o f  appointm ent are relatively 
straightforw ard, the incom e taxation o f  such lapses are com plex and confusing, and as a result, are 
often not reflected on income tax  returns. While a holder o f  a general pow er o f  appointm ent is taxed 
under the grantor trust provisions o f  IRC section 678 fo r incom e tax  purposes, there is no exception 
for trust beneficiaries whose withdrawal pow ers are limited to  the  $5,000 o r 5 percent criteria ("5 o r 
5 pow er"). The m ere holding o f  a  5 o r 5 pow er subjects a portion  o f  tru st incom e to  tax  at the  
beneficiary level, regardless o f  w hether the  pow er is ever exercised, and that portion o f  the tru st 
income continues to  be taxed to  the  beneficiaries even in years after such 5 o r 5 pow er is allowed to  
lapse. In many situations, the 5 o r 5 pow er lapses annually, w hich over a  period o f  years w ould cause 
th e  ho lder to  be treated  as ow ner o f  a  progressively larger share o f  tru st p roperty  for incom e tax  
purposes. This seems inconsistent w ith  the  underlying purpose o f  the  5 o r 5 pow er.
In  addition, current IRC section 678(a)(2) contains several troublesom e ambiguities that add 
uncertainty to  the  incom e taxation  o f  pow ers o f  appointm ent. The reference to  a previous "partial" 
re lease  o f  a pow er creates confusion, since there  is no indication as to  the  purpose o f  the  w ord  
"partial," and raises the question o f  w hether a  partial release is to  be trea ted  any differently than  a 
complete release. The same paragraph  also refers to  retained "control," w hich m ay be misleading in 
certain situations. Finally, IRC section 678(d), w hich refers to  the  incom e tax  effect o f  a disclaimer 
o f  a  general pow er o f  appointm ent, is unnecessarily vague w ith  respect to  w hen such a disclaim er 
must be made and does not conform to  the requirements o f  IRC section 2518, the  transfer tax  sta tu te  
governing qualified disclaimers.
R ecom m ended Change
To correct the deficiencies and ambiguities in the current law, to  p rom ote com pliance, and to  simplify 
adm inistration, the following changes should be m ade to  IRC section 678 (new  language is 
underlined, and deleted language is struck ou t):
1. Subsection (a)(2) should be am ended as follow s:
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3.
(2) such person has previously partially released or otherwise m odified such a pow er and after 
the release or m odification retains such interest o r control as w ould , w ithin the principles o f  
sections 671 to  677, inclusive, subject a  g ran to r o f  a  tru st to  treatm ent as the  ow ner th e reo f
There should be added a new  subsection (d) w hich will read as fo llow s:
(d) Exception for five o r five powers. Subsection (a) shall not apply w ith respect to  a pow er 
the lapse o f  which would not be treated  as a  release o f  such pow er under chapters 11 and 12 
o f  this subtitle by virtue o f  section 2 0 4 1(b)(2) and 2514(e)
P resen t subsection (d) should be renum bered as subsection (e) and should be am ended as 
follows:
4.
(e) E ffec t o f  renunciation o r disclaimers. Subsection (a) shall no t apply w ith respect to  a 
pow er w hich has been renounced or  disclaim ed w ithin a r easonable t im e after  th e  holder o f  
th e  p o w er first becam e aw are o f  its existence to  the  extent the  pow er holder has m ade a 
qualified disclaimer thereof within the m eaning o f  section 2518 o f  chapter 12 o f  this subtitle.
P resent subsection (e) should be renum bered as subsection (f).
C ontribution to  Simplification
The recom m ended changes to  IRC section 678 eliminate ambiguities and difficult com putations, as
follows:
1. R ecom m ended change #1 eliminates troublesom e ambiguities in the  current statute. 
E lim ination o f  the w ord  "partial" in IRC section 678(a)(2) elim inates the  possibility that a 
partia l release o f  a  pow er o f  appointm ent is to  be treated  any differently than  a com plete 
release o f  such a power. Changing retained "control" to  retained "interest o r control" clarifies 
that a  pow er holder w ho retains only a right to  income while releasing the  pow er will continue 
to  be trea ted  as an ow ner, even i f  he o r she canno t control dispositions o f  tru st property.
2. The addition o f  proposed  new  IRC section 678(d) w ould eliminate the  need for the trustee  
to  a llocate  a  fraction o f  each item  o f  incom e, deduction, and credit to  the  pow er holder in 
years in w hich a 5 o r 5 pow er is allowed to  lapse and in subsequent years.
3. Recommended change #3 conform s the  incom e tax  rules to  the transfer tax  rules concerning 
qualified disclaim ers and eliminates the  am biguity o f  the  current sta tu te  as to  w hen a 
disclaim er o f  a  pow er o f  appointm ent is to  be effective.
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2.
O ther Issues
1. Effective date: The proposed changes should apply to  pow ers created on o r after the date o f  
enactm ent.
2. Transition; H olders o f  a general pow er o f  appointm ent on the  date o f  enactm ent w ould be 
able to  elect to  apply the revised provisions as o f  the  first day o f  the  first tax  year beginning 
after the  date o f  enactm ent.
3. R evenue impact: There should be only a de m inim is revenue im pact resulting from  the 
proposed legislative changes. The net effect will likely be a small revenue increase resulting 
from  taxation  o f  incom e under the  com pressed trust and estate  tax  rate  structure instead o f  
under the  individual incom e tax  rates.
39
PROPERTY TRANSFERRED INTO A 
TRUST AT GRANTOR’S MARGINAL RATE
Present L aw
Section 644 seeks to  preven t the  use o f  tru sts to  avoid tax  on  capital gain at high m arginal rates by 
providing that if  appreciated property is given to  a  trust and the trust sells the  property  w ithin 2 years, 
that appreciation will be taxed  at the  g ran to r’s highest m arginal tax  rate.
Section 644 should be repealed.
R ecom m ended C hange
D iscussion
In the case o f  the section 644 rules taxing gains in a  tru st a t the  g ran to r’s m arginal rate, it is difficult 
to  ob tain  all the necessary tax  retu rn  inform ation from  the  g ran to r to  com plete the  tru s t’s return. 
T here  is no  realistic possibility o f  using trusts fo r low er brackets. The capital gains rates are 
approximately the same, so trusts are no longer a low  bracket accum ulation device. Section 644 does 
not accomplish anything as this w as passed when there w as progressivity  in the  tru st tax  rates. Since 
there  are now  com pressed tax  rates, tru sts  pay 28 percent on  incom e over $1,600. Therefore, the 
governm ent is no t receiving any additional revenue due to  th is provision.
C ontribution to  Simplification
T he repeal o f  section 644 will eliminate the com putations and problem s in com pleting tru s ts ’ tax  
returns.
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GENERATION-SKIPPING TRANSFER TAX
Present Law
Every generation skipping transfer is potentially subject to  tax, w ith  record  keeping required 
whenever a donor makes a taxable transfer to  a  grandchild, w ith  possible calculations included on the 
estate and gift tax  return Forms 706 and 709. There is a $1 million per-donor lifetime exclusion from  
the tax that is accounted for on the  form s. Definitions and com putations are complex, and although 
th e  tax  rare ly  applies, record  keeping is required. The tax  is intended to  discourage generation 
skipping to  avoid transfer taxes, and results in som e additional gift and estate  taxes.
Taxpayers m ake generation skipping transfers fo r personal reasons, such as strong feelings for 
grandchildren, and fo r tax  avoidance reasons, to  avoiding successive applications o f  transfer taxes 
as w ealth  is passed dow n th rough  the  generations. B ecause o f  the  high level o f  the  G eneration 
Skipping Transfer Tax (GSTT), a  $1 million per-donor exclusion, and the  natural tendency to  provide 
for one’s children first and hope that they will provide fo r fu ture generations, there  is little generation 
skipping tax  paid, but the  tax  m ay serve its purpose o f  preventing dynastic succession o f  wealth. 
Generally, generation skipping fo r tax  avoidance is only an issue fo r the  very wealthy, although all 
incom e levels might w ish to  leave p roperty  to  grandchildren fo r personal reasons.
Recom m ended Change
The G eneration Skipping Transfer T ax  should be repealed.
Contribution to  Simplification
Record keeping for generation skipping transfers w ould be eliminated, entire sections o f  Form s 706 
and 709 w ould  be eliminated, and 22 IRC sections w ould be eliminated. These are particularly 
difficult IRC sections, w ith  com plex com putations and definitions. R ecord  keeping tow ards th e  $1 
million exclusion could be eliminated. Those w ho m ake generation skipping transfers fo r personal 
reasons should not have the  severe sanction o f  the GSTT. There w ould  be natural curbs on abuse, 
with the inclination to  care fo r children, and the unlikelihood o f  an overw helm ing relationship being 
developed w ith an infant great grandchild. Rarely w ould anyone seek to  give m ore than  the  $1 
million allowed under present law  ($2 million fo r a m arried couple).
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SECTION 2642(c)
Present Law
Lifetim e gifts that are excludable in com puting the gift tax  also are excludable in com puting the 
Generation Skipping T ransfer Tax (G ST T ) i f  such gifts are direct skips. H ow ever, a lifetime direct 
skip to  a  tru st tha t is fo r the  benefit o f  an individual and tha t qualifies fo r the  annual exclusion will 
be subject to  G STT unless the trust requires that: (1) the incom e o r corpus m ay be distributed during 
th e  life o f  th e  individual only to  tha t individual and (2) i f  the individual dies before the trust is 
term inated, the  asset held in the tru st m ust be included in the  individual’s gross estate.
Recom m ended Change
I f  complete repeal o f  GSTT is not possible, then repeal retroactively section 2642(c), w hich disallows 
the $10,000 annual exclusion fo r G ST T  purposes fo r certain transfers in trust. Section 2642(c) has 
caused m uch confusion am ong practitioners and in m any cases requires a  gift tax  return  to  be filed 
solely fo r purposes o f  allocating G ST T  exem ption.
C ontribution to  Simplification
The additional requirem ents placed on transfers in tru st (e.g., incom e o r corpus m ay be distributed 
during the life o f  the  individual only to  that individual and i f  the  individual dies before the tru st is 
terminated, the asset held in the trust m ust be included in the individual’s g ross estate) w ere im posed 
as an afterthought by Congress to  prevent subsequent generation skipping transfers from  a tru st from  
benefitting from  a zero inclusion ratio , as well as to  prevent the annual exclusion from  shielding 
apprec ia tion  in tru st assets from  transfer taxes. This position has caused considerable confusion. 
M o re  im portantly , how ever, the  position  is no t supportable under the  general provisions o f  the 
transfer tax  system. In essence, th is provision penalizes individuals w ho  establish tru sts  for their 
grandchildren, rather than providing the grandchildren w ith outright gifts. A rguably, it m ay be m ore 
beneficial to  establish a tru st arrangem ent w hen giving a significant am ount o f  assets to  a younger 
generation family m em ber to  ensure tha t the  transferred  assets are handled in a responsible manner. 
Since tax policy has become interwoven w ith  social policy, it seem s m ore sensible to  have it support 
the  transfer o f  assets in a responsible manner.
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ALLOCATION TO A SINGLE TRUST
Present Law
T ransferors that allocate the  $1 million G eneration Skipping Transfer Tax (G ST T ) exem ption to  
transfers in trust must allocate the exem ption to  the  entire trust. Because an allocation cannot be to  
a specific share o f  a  single trust, tw o  o r m ore tru sts  m ust be created so tha t the  allocation can be 
m ade to  cause a t least one trust to  be exem pt fr om  GSTT.
Recom m ended Change
I f  com plete repeal o f  G ST T  is no t possible, then  allow  a transferor to  allocate his o r her G STT 
exem ption  to  a specific share o f  a  single tru st (ra ther than  to  the  entire trust). This w ould enable 
separate shares o f  a single trust to  be treated as either exem pt from  G STT o r not exem pt from  G STT 
based on the transferor’s allocation o f  G STT exem ption thereto. Currently such treatm ent requires 
the use o f  tw o trusts (e.g., an exempt trust and a nonexempt trust). This change should apply to  both  
inter vivos tru sts  and testam entary trusts.
Contribution to  Simplification
The requirem ent that the  G STT exem ption m ust be allocated to  a single tru st creates unreasonable 
com plexity and favors taxpayers w ho can afford to  hire special advisors to  carefully structure their 
estate planning. The N ational Office o f  the  Internal R evenue Service has taken  a very narrow  view 
o f  the  allocation o f  the  G STT exem ption, is based on a literal reading o f  the  statute. It is doubtful 
th a t w hen the G ST T  legislation w as drafted such a narrow  view  w as anticipated. As a result, 
considerable progress tow ard  tax  simplification could be m ade if  the G ST T  exem ption could be 
allocated to  a specific share o f  a single trust.
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EARNINGS AND PROFITS
Present Law
U nder present law, a  com prehensive definition o f  earnings and profits (E& P) does not exist in the 
IRC, the Treasury Regulations o r in any single judicial decision. The definition o f  E& P is developed 
by carefully reading a long list o f  IRC provisions, cases, regulations, rulings and non-authoritative 
w ritings. U ncertainty as to  the  definition o f  E & P appears to  be a m ajor contribu tor to  com pliance 
gaps relative to  current tax  law  and creates unnecessary com plexity in this area.
Currently there are tw o  m ethods to  calculate E& P, the  taxable incom e approach (which m ay no t be 
difficult to  apply, bu t m ay becom e tedious in its application) and the residual value o r balance sheet 
approach (which is premised on the residual value o f  E & P after corpora te  separations). Overlaid on 
these  m ethods are concepts o f  the  overall m ethod o f  accounting and various operating rules 
concerning distributions. These operating rules are com plicated w here a corporation  has a  deficit in 
either current o r accum ulated E& P. Finally, m any o f  the  provisions o f  the  IRC w hich address E& P 
issues are narrow  in scope, im pact unique tax  entities o r describe the results o f  highly specialized 
transactions.
Recom m ended C hange
Replace the current construct o f  E& P with a  single sta tu tory  definition under section 312 o f  the  IRC 
and allow an election in the  calculation o f  E& P. Those corporations w hich cannot o r elect no t to  
calculate E& P using a specified “fresh start” approach  should be perm itted to  use retained earnings 
o f  the corporation as o f  the  date o f  enactm ent o f  the  statute.
C ontribution to  Simplification
This w ould  provide a single statu tory  m ethod o f  com puting E& P under section 312 on a going 
forw ard basis tha t bo th  the  governm ent and taxpayer can com prehend.
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OWNERSHIP ATTRIBUTION RULES
Present Law
The purpose o f  the attribution rules is to  identify circum stances w here ownership o f  stock is deem ed 
to  exist due to  the presumed relationship between the actual owner and the person to  w hom  the stock 
is being attributed. Since the  underlying policy objective is essentially the  same for each set o f  
attribution rules, this is an area  in w hich substantial simplification can be accom plished w ith minimal 
disruption.
Currently, there are nine IRC sections that contain specific rules for stock  attribution. Additionally, 
there are numerous references to  these nine attribution sections elsew here in the IRC. M any o f  these 
references m odify the nine IR C  sections resulting in additional variations o f  the  attribution rules.
The proliferation o f  stock attribution rules has occurred because, fr equently, w hen a new  provision 
has been enacted, the drafters have tried to  identify and address the  exact relationships that w ould  be 
covered . E ach  search fo r the  ideal set o f  attribution rules seemingly ignored the w ide variety o f  
already-existing statutory attribution rules. A s each new  set o f  attribution rules becam e law, its ow n 
set o f  regulations, adm inistrative pronouncem ents, and case law  ensued.
Recom m ended C hange
Repeal all existing stock  attribu tion  rules. In their place, a single set o f  stock attribution rules will 
provide significant sim plification and im proved adm inistration o f  the tax  law  by both  taxpayers and 
the IRS. The proposal is divided into th ree prim ary parts: 1) family attribution, 2) entity attribution, 
and 3) option attribution.
Family attribution: A n individual is considered to  ow n stock  ow ned by his o r her spouse, 
children, grandchildren, parents and grandparents.
Entity attribution: The ow ner o f  a partnership, corporation, estate o r trust is deem ed to  ow n 
proportionally w hatever stock  the  entity owns. A n entity is deem ed to  ow n proportionally  
whatever stock the entity owns. A n entity is deem ed to  ow n proportionally w hatever stock  
is owned by its shareholders, partners or beneficiaries. In certain situations, entity attribution 
does not exist unless the  ow ner ow ns m ore than  50 percent o f  the entity.
Option attribution: T he general rule is that options will be treated  as having been exercised 
un less a safe harbor tes t is satisfied. The safe harbor tests are similar to  rules recently 
prom ulgated in R egulation section 1.1504-4. This recom m ended change is significantly 
different than current attribution rules w here options are always treated  as exercised even 
though there is little likelihood the options will ever be exercised.
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C ontribution to  Simplification
O ne o f  the  prim ary goals o f  a tax  system  is certainty. Currently, taxpayers and their advisors m ust 
deal w ith  so m any variations in the  attribution rules that m any relevant IRC sections m ust be 
consulted to  ensure proper reporting. M oreover, w ith so m any sections m odifying various basic IRC 
sections, it is difficult to  even know  i f  all relevant provisions have been addressed.
One recently enacted example o f  this complexity is the related party definition o f  section 197(f)(9)(C). 
This provision states that a  person  is related  to  any person i f  the  related person  bears a  relationship 
to  such person  specified in sections 267(b) o r 707(b)(1), o r the  related person  and such person  are 
engaged in trades o r businesses under comm on control within the m eaning o f  section 4 1 (f)(1)(A ) and 
(B). I f  the reference to  the three different IRC sections is not confusing enough, the  provision further 
s ta te s  th a t “20 percent” is substituted fo r “50 percent” in applying sections 267(b) and 707(b)(1). 
Section 267(b)(3), in turn, provides that tw o  corporations tha t are m em bers o f  a controlled group as 
defined in section 267(f) are related. Section 267(f), in turn, refers to  but m odifies section 1563. 
D o es this m ean that the  substitution o f  20 percent for 50 percent should be  extended to  section 
267(f), and subsequently to  section 1563? The usage o f  m ultiple attribution sections m akes this 
provision virtually incomprehensible. Such a  result is unnecessary and n o t good  tax  policy. Enacting 
ju s t one set o f  stock  attribution rules w ould  greatly  reduce this type o f  complexity.
T he proposed  single attribution IRC section w ould  provide fo r one set o f  family, entity-to-ow ner, 
owner-to-entity, and option attribution rules. Developing one IRC section w ith  one set o f  attribution 
rules will not only simplify the IRC, it will provide m ore certainty fo r taxpayers and their advisors in 
the  planning and reporting o f  transactions. In addition, such a change will provide the  IRS w ith  a 
m uch m ore adm inistrable set o f  rules.
A  single set o f  stock attribution rules m ay not result in the ideal set o f  relationships fo r each and every 
situation. The advantage, how ever, o f  a  single set o f  attribution rules is a m anageable system  that 
b o th  the  governm ent and taxpayers can com prehend. In addition, w e believe that it w ould no t 
com prom ise any substantial purpose  o f  the  rules in the process. This p roposal does not in troduce 
com plex  new  concepts, bu t rather utilizes already established attribution concepts. Likewise, this 
proposal does not address the definitions o f  control o r related parties. The objective o f  this proposal 
is to  accomplish simplification and standardization by providing a single set o f  understandable stock 
attribution rules.
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SAFE HARBOR PROVISIONS FOR 
CORPORATE ESTIMATED TAX PAYMENTS
Present Law
The Omnibus Budget Reconciliation A ct o f  1987 (the A ct) consolidated the  corpora te  estim ated tax 
ru les in to  one section o f  the  IRC, similar to  the  provision enacted for individuals by the Deficit 
Reduction A ct o f  1984. C orporations generally are  required to  m ake estim ated tax  paym ents in an 
amount equal to  the lesser o f  (1) 100 percent o f  the  tax  show n on the re tu rn  fo r the  taxable year, o r 
(2) 100 percent o f  the tax shown on the return o f  the corporation for the  preceding taxable year. The 
A ct deleted  the exception that allowed a corporation  to  avoid a penalty for underpaym ent o f  
estim ated taxes in the current year i f  its estim ated tax  payments w ere com puted by applying the 
current year’s tax  rates to  the facts shown on the return o f  the  corporation for, and the law  applicable 
to , th e  preceding year. This change effectively prevented corporations from  using the low er 
corporate rates enacted in the Tax Reform  Act o f  1986 w ithout picking up  the  new  broader tax  base.
Except fo r its first installment, a large corporation  m ust base its estim ated tax  paym ents on current 
year’s facts using current year tax rates, and m ay no t use 100 percent o f  its prior-year tax  liability to  
avoid a  penalty for underpayment o f  estimated taxes. A  large corporation generally is defined as any 
corporation (or predecessor corporation) tha t had taxable incom e (w ith certain m odifications) o f  $1 
million or m ore during any o f  the three taxable years immediately preceding the  taxable year involved.
The exception based on 100 percent o f  the prior year’s tax  is no t available to  any corporation  w hose 
p reced ing  taxable year consisted o f  less than  12 m onths, o r w hose p rior year’s tax  return  did not 
show  a tax  liability.
R ecom m ended Change
Corporations, other than large corporations, would be permitted to  base their estim ated tax  paym en ts  
fo r th e  current year on 100 percent o f  the  tax  show n on the return  fo r the  preceding year, 
notw ithstanding that the  preceding taxable year consisted o f  less than 12 m onths, o r that the  prior 
year return showed no tax liability. Large corporations w ould continue to  be perm itted to  base only 
their first installm ent on 100 percent o f  the prior year’s tax  liability.
C ontribution to  Simplification
The accurate com putation o f  estim ated tax  paym ents is difficult for m any corporations that paid no 
tax in the previous year. These corporations are often small com panies tha t do not have the  staff and 
resources required to  accurately com pute the com pany’s taxable incom e on a quarterly basis. The 
paym ent o f  100 percent o f  the  prior year’s tax  is lim ited to  corporations no t m eeting the definition 
o f  a “large corporation,” w hose prio r year tax  returns show ed a tax  liability and covered a period o f
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12 months. Thus, a corporation  that incurred only a $1 tax  liability in the  preceding year can avoid 
making estimated tax  paym ents, while a corporation  tha t paid no tax  the preceding year m ust m ake 
estim ated  tax  paym en ts  based on current year’s incom e if  it expects to  incur a  tax  liability in the 
current year. The proposed change w ould  eliminate an unnecessary recordkeeping burden fo r small 
com panies tha t incurred no tax  liability in their preceding taxable year.
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COLLAPSIBLE CORPORATION RULES
Present Law
The IRC recharacterizes the  gain recognized upon  the sale o r liquidation o f  stock o f  a “collapsible 
co rp o ra tio n ” as ordinary incom e. A  collapsible corporation  is a  corporation form ed o r availed o f  
principally for the m anufacture, construction o r production  o f  property, o r  the purchase o f  certain 
property, with a view  to  the  sale o r liquidation o f  the  stock prio r to  the realization o f  at least 2/3 o f  
the  taxab le  incom e to  be derived from  such property. The sta tu te  is replete w ith  an array o f  
assum ptions and exceptions.
Recom m ended Change
The collapsible corporation  rules o f  section 341 should be repealed.
C ontribution to  Simplification
T he repeal o f  section 341 w ould  eliminate a relic o f  the  tax  code originally enacted in 1950 and 
rendered largely obsolete as a  result o f  the  Tax R eform  A ct o f  1986 (the Act).
The collapsible corporation  rules o f  section 341 are cited by m any com m entators as an exam ple o f  
unneeded  complexity due to  their ambiguity, even after m any years o f  existence, and their 
overreaching breadth. A lthough originally designed to  apply to  abusive transactions in the  film and 
real esta te  industries, section 341 w as drafted so broadly tha t m any closely-held corporations are 
potentially collapsible corporations.
Before the collapsible corporation rules w ere enacted, the  law  accom m odated the abuse targeted  by 
section  341 in that the  then  present, G eneral U tilities doctrine provided the buyers o f  collapsible 
co rpo ra tions a variety o f  m eans o f  liquidating the subject corporation  w ithout the incidence o f  
corporate level taxation o f  the future stream  o f  business earnings. The A ct eliminated all vestiges o f  
General Utilities thereby assuring corporate  level taxation upon  the sale o r liquidation o f  corpora te  
assets. Buyers today  w ould  undoubtedly discount purchase price attributable to  fu ture corpora te  
level taxation o f  the  ta rg e t corporation. The absence o f  any m aterial abuse potential calls fo r the 
repeal o f  an overly com plex relic o f  the  past.
The current tax preference bestow ed investors’ capital gains attributable to  capital assets held fo r at 
least one year is diam etrically at odds w ith the collapsible corporation  rules w hich attem pt to  
recharacterize capital gain as ordinary income. Any policy in favor o f  tax  preferences fo r risk capital 
greatly outweighs any resemblance o f  a  continuing policy in favor o f  the collapsible corporation  rules.
In the  advent o f  m ultiple choices o f  non-taxable business entities o ther than  corporations available 
to  closely-held business ow ners (e.g., partnerships, S corporations and limited liability com panies) 
the  collapsible corporation  rules are truly a trap  fo r the unwary.
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ADJUSTED CURRENT EARNINGS ADJUSTMENT
Present Law
U nder present law, adjusted current earnings (ACE) is determined on a separate basis from  alternative 
minimum taxable income (A M TI) after all o ther A M TI adjustm ents have been m ade (o ther than  the 
accum ulated  minimum tax  net operating loss (A M TN O L) deduction). A C E is essentially a 
redetermination o f  pre-A C E A M TI and is calculated by substituting up  to  11 separate categories o f  
differing A C E treatm ents fo r A M TI treatm ents. These different A C E treatm ent relate to: 1) 
depreciation, 2) items that are included in earnings and profits bu t no t in pre-adjustm ent A M TI, 3) 
items that are deductible in determ ining pre-adjustm ent A M TI but are no t deductible in determ ining 
earn ings and profits, 4) intangible drilling costs, 5) am ortization o f  circulation expenses and 
organization costs, 6) LIFO , 7) installm ent sales, 8) losses in exchange o f  debt pools, 9) depletion, 
10) ow nership changes and 11) basis adjustm ents. A fter A C E is determ ined, 75 percent o f  the 
difference between ACE and pre-adjustment A M TI is added to  (or, as limited, subtracted from ) p re­
adjustm ent A M TI to  result in A M T I (before deduction for A M TN O L).
Recom m ended Changes
The separate A C E adjustm ent o f  section 56(g) should be repealed. The A C E  system  should cease 
as o f  the taxable year ending on o r after the  effective date o f  this recom m ended legislation and A C E 
treatm ent fo r all item s should no longer exist.
C ontribution to  Simplification
T he A C E system  introduces unw arranted  com plexity and duplication to  the  calculation o f  the 
alternative minimum tax (AM T). ACE, as a separate system, has its ow n treatm ent o f  specified item s 
that differs from A M TI and taxable incom e. This introduces a  th ird  set o f  calculations necessary to  
determine federal tax  liability; taxable income, A M TI and ACE. Since A C E  is both  a separate system  
and an adjustment to  AM TI, there are tw o  distinct treatm ents w hich m ust be tracked  fo r m any item s 
to  determine the amount  o f  AM T. A sset basis affected by differing A CE treatm ent m ust be separately 
tra c k ed  fo r A C E  as w ell as A M TI. Obviously, ACE, as a  th ird  system , greatly increases the 
com pliance burden and cost. In addition, the  parallel system  concept m akes the  determ ination o f  
A C E as burdensom e as determ ining A M TI. B oth  system s require a  separate redeterm ination o f  
taxable income using their particular m ethods. It particularly seem s pointless to  have a third system, 
ACE, which itself is merely an adjustm ent to  the  second system. Such a com plicated and redundant 
system is bo th  costly and unnecessary to  achieve the goal o f  A M T. T he original goal o f  ACE, as a 
b ack sto p  to  A M TI to  ensure tha t corporations w ith significant earnings pay som e tax, can be 
achieved  by the  rem oval o f  the  A C E  adjustm ent and the in troduction o f  certain  A C E com ponents 
directly into AM TI.
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SMALL BUSINESS EXCEPTION
Present Law
U nder current law, alternative minimum tax (AM T) applies to  all corporations regardless o f  size. The 
A M T  system  is a com plex tax  system  w hich requires a com plete recalculation o f  taxable income. 
This com plexity adds unnecessary expense and encourages noncom pliance, especially for small 
businesses.
R ecom m ended Changes
A ny corporation  w ith average gross receipts fo r the  p rior th ree years no t g rea ter than $10 million 
should be excluded from the A M T rules. I f  the  m oving three-year average o f  gross receipts exceeds 
$10 million, the A M T rules w ould  apply.
A  small business exception to  A M T should be extended to  o ther form s o f  small business ownership, 
including partnerships, S-corporations and sole proprietorships.
C ontribution to  Simplification
Elim ination o f  small corporations from  the  A M T calculation w ould  advance the cause o f  
simplification by reducing the compliance burden to  small corporate businesses. This w ould eliminate 
m uch additional recordkeeping and associated costs currently required to  calculate the  AM T. The 
A IC P A  is willing to  assist in developing a  small business exception to  A M T for noncorporate 
taxpayers.
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PERSONAL HOLDING COMPANY TAX 
AS APPLIED TO CONSOLIDATED RETURNS
Present Law
The personal holding company rules penalize closely held corporations fo r excessive passive earnings 
in the absence o f  an actual o r deem ed distribution o f  such earnings to  their shareholders. The rules 
are  designed to  prevent individuals from  “incorporating their pocketbook” in o rder to  defer 
shareholder taxation  o f  the  earnings until distributed. Generally, if  a  corporation  has five o r few er 
shareholders ow ning m ore than  50 percent o f  its stock  (“shareholder tes t”) and at least 60 percent 
o f  the  adjusted gross ordinary incom e o f  the  corporation  is from  enum erated personal holding 
company income sources (“income test”) the corporation is a  personal holding company. The penalty 
is imposed in the form  o f  an additional corporate tax  equal to  the  highest individual tax  rate, currently 
39.6 percent, im posed on undistributed personal holding com pany income.
The testing for personal holding company status differs w hen an affiliated group  o f  corporations files 
a consolidated  tax  return. E ach corporation  m ust engage in a separate com pany test in o rder to  
determine w hether the  group applies the  incom e test on a separate com pany basis o r a consolidated 
basis. Generally, separate com pany incom e testing  is required i f  any m em ber o f  the  affiliated group 
has 10 percent o r m ore o f  its adjusted ordinary incom e from  sources outside the  affiliated group and 
at least 80 percent o f  it is personal holding com pany income.
R ecom m ended Change
T he sep ara te  com pany incom e testing to  determ ine w hether a consolidated group  m easures for 
personal holding com pany on a separate com pany o r consolidated basis should be stricken from  the 
personal holding com pany rules. The incom e tes t should expressly be m ade a consolidated test.
C ontribution to  Simplification
T he current ru le creates an undue burden w hich is bo th  bad policy and a proverbial trap  fo r the 
unw ary. C onsolidated tax  return  principles w ould  be further enhanced and better understood  by 
taxpayers i f  the  personal holding com pany incom e test w ere  also done on a consolidated basis. In 
other w ords, the  60 percent adjusted gross incom e determ ination w ould be done on a consolidated 
basis w ithou t regard  to  intercom pany items. T he current ru le w hich requires separate com pany 
com putations fo r each affiliated group m em ber w ould  be rendered obsolete.
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ACCUMULATED EARNINGS TAX CREDIT LIMITS
Present Law
U nder present law, the accumulated earnings tax  penalizes both  public and private C corporations for 
unreasonably accumulating earnings at the corporate level. The proving o r disputing o f  unreasonable 
accumulated earnings is very subjective and requires the examining o f  a  m yriad o f  factors including 
the  cu rren t and projected reasonable business needs, the type o f  assets and incom e a corporation 
owns, and the amount o f  accumulated earnings and profits a corporation has earned over its lifetime.
A  lifetime deduction (actually labeled a credit in section 535(c)(2) fo r any corporation o r group o f  
affiliated corporations) is $250,000. I f  the corporation is classified as a  personal service corporation, 
the lifetime limit is $150,000. The $250,000 limit w as enacted in 1981 and has not been adjusted for 
inflation in over fifteen years.
Recom m ended Change
The $250,000 and $150,000 credit lim its w ould  be raised to  $450,000 and $270,000, respectively, 
to  reflect the  inflation facto r fo r the  last fifteen years. These credit lim its should be adjusted at the 
beginning o f  each year following the year o f  enactm ent to  reflect the  change in inflation for the  p rior 
year.
The Consumer Price Index Annual Change fo r the  period 1982 th rough  1996 is approxim ately four 
percent per year, which on a com pounded basis yields an inflation index o f  180 percent.
This p roposed  change to  section 525(C )(2) w ould  better reflect the  econom ic realities o f  business.
C ontribution to  Simplification
This recom m ended change will help m any small businesses avoid a significant trap  for the  unwary. 
Primarily, this change w ould  exem pt m any marginally profitable com panies from  a very subjective 
tax  provision. It w ould also eliminate the  need fo r m any small com panies to  prove their reasonable 
business needs to  IRS agents on audit and avoids the  com puting o f  the  com plicated Bardahl form ula 
on an annual basis.
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EXCEPTION TO MARKET DISCOUNT RULES 
FOR TAX-EXEMPT OBLIGATIONS
Present Law
The Omnibus Budget Reconciliation A ct o f  1993 extended the  m arket discount rules to  tax-exem pt 
bonds purchased after April 30, 1993. A s a result, any m arket discount recognized on tax-exem pt 
bonds is taxable as ordinary incom e. T o  the extent that a  m arket discount bond is disposed o f  at a 
gain, the  portion  o f  the  gain tha t represents accrued m arket discount is trea ted  as ordinary incom e 
instead o f  capital gain.
P roposed Change
Restore the exception to  the  m arket discount rules fo r tax-exem pt obligations purchased after April 
30, 1993.
C ontribution to  Simplification
U nder current law, investors w ho realize a  gain upon  disposition o f  a  tax-exem pt bond are required 
to  perform a series o f  complex calculations to  determine if  a  portion  o f  the  gain is taxable as ordinary 
incom e instead o f  capital gain. Investors m ust first analyze all sales at a  gain and determ ine w hich 
lots w ere purchased at a  discount. I f  purchased at a discount, further analysis is required to  determ ine 
i f  the  discount is O ID  (original issue discount) w hich is tax  free, m arket d iscount which is taxable, 
or a combination o f  the two. Finally, calculations to  accrue the d iscount m ust be perform ed, and the 
gain then bifurcated into its ordinary and capital portions. T o  accurately perform  these calculations 
requ ires original issue inform ation w hich is no t readily available unless the  bond is purchased at 
original issue, and the use o f  discount accretion schedules best developed w ith a com puter program . 
The am ounts o f  m arket discount resulting from  this com plex law  are generally quite small.
One reason for these small am ounts o f  m arket discount recognition on tax-exem pt bonds is tha t the  
law  has reduced  liquidity in the  tax-exem pt bond m arket. In  a  period o f  falling bond prices w hen 
m arke t d iscoun t is created, sophisticated institutional investors are no t m otivated to  sell to  new  
buyers w hen a bond is w orth  less to  the  new  buyer on an after-tax  basis than  to  the  current holder. 
As a result, large portions o f  this trillion dollar m arket do no t readily tu rn  over and secondary m arket 
tra d e s  ten d  to  price nearer par. A  second reason for small am ounts o f  m arket discount being 
recognized on tax-exempt bonds is that smaller retail investors are  generally unaw are o f  the  existence 
o f  these rules resulting in considerable noncom pliance in this area. Even if  an individual investor is 
aw are o f  these provisions, the  com plexities involved m ake it difficult to  comply.
Finally, this law has imposed additional burdens on the m utual fund industry besides the  com plexities 
noted above. Because funds are required  to  distribute ordinary taxable incom e even though m arket 
d iscoun t am ounts are small, a tax-free  fund m ay find itse lf in the  position  o f  needing to  declare a 
dividend o f  a  small fraction o f  a  cent pe r share. Often the  cost o f  processing and mailing ou t the  
dividend information exceeds the total required  am ount o f  the  dividend. Furtherm ore, extending the  
m arket discount rules to  tax-free funds has inadvertently imposed additional burdens on funds seeking
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to  comply w ith the excise tax  distribution requirem ents o f  section 4982. F o r purposes o f  these rules, 
capital gains are measured on a N ovem ber 1 - O ctober 31 basis. H ow ever, ordinary taxable income 
under these rules m ust generally be m easured on a January 1 - D ecem ber 31 basis. These different 
measurement periods for capital gains and m arket discount create difficulties fo r funds in determining, 
declaring and distributing the p roper am ount at year end in o rder to  avoid an excise tax  liability.
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POLICY ACQUISITION EXPENSES 
FOR REINSURANCE TRANSACTIONS
Present L aw
Section 848, enacted as part o f  the  Om nibus B udget R econciliation A ct o f  1990, requires insurance 
companies to  increase their taxable incom e by capitalizing and am ortizing certain policy acquisition 
expenses. The am ount required to  be capitalized is determ ined on an accrual basis as a specified 
percentage o f  net prem ium s fo r certain  contracts, no t to  exceed the insurance com pany's general 
deductions fo r that taxable year. Section 848(d)(4)(B ) provides that the  Secretary shall prescribe 
such  regulations as m ay be necessary to  ensure tha t prem ium s and o ther am ounts w ith respect to  
re in su rance  agreem ents, under w hich one insurance com pany takes on  part o r all o f  the  risk o f  
another insurer, are treated  consistently by bo th  com panies.
U nder the  regulations fo r section 848, the  tw o  insurers w ho are parties to  a reinsurance agreem ent 
are each required to  net all amounts attributable to  the  agreem ent. F o r any particular year, one party  
will have a net positive am ount subject to  capitalization (the “Incom e Insurer” ); and the  o ther will 
have a net negative am ount (the “D eduction Insurer”). The regulations do no t allow  the D eduction 
Insurer to  reduce its taxable incom e fo r its net negative am ount unless it can “dem onstrate” that the 
Incom e Insurer included the  corresponding am ount in calculating its taxable incom e. Such a 
demonstration cannot be easily done, since the amount included by the Incom e Insurer m ay be limited 
to  the  am ount o f  its general deductions that are attributable to  the reinsurance agreem ent and the 
com panies do not have access to  each o ther’s books and records.
The regulations do allow the Deduction Insurer to  use all o f  its negative am ount i f  bo th  insurers m ake 
an irrevocable election under Treasury  R egulation section 1.848-2(g)(8) to  determ ine the  am ounts 
to  be capitalized w ithout regard  to  the  general deductions limitation. This regulation requires that 
the parties m aking the  election agree to  exchange inform ation pertaining to  the  am ount o f  net 
consideration  under the  reinsurance agreem ent each year to  ensure consistency. Exchanging and 
reconciling confidential tax  inform ation im poses a significant tim e and expense burden on both 
parties, particularly on reinsurance com panies w ith  thousands o f  reinsurance agreem ents w ith 
hundreds o f  other companies. Prior to  the issuance o f  these regulations in 1992, insurance com panies 
entering into reinsurance agreements w ere not required to  exchange inform ation from  their respective 
tax  returns.
P roposed  C hange
Am end section 848(d)(4)(B ) to  provide that an insurance com pany will be able to  use all o f  its 
negative am ount if  it has obtained a representation from  the o ther party  to  the  reinsurance agreem ent 
that it will include, in its calculation o f  taxable incom e, the  full am ount attributable to  the  agreem ent 
without regard to  the general deduction limitation. In connection w ith such am endm ent, provide that 
parties to  reinsurance agreem ents w ho have previously m ade an election under Treasury  R egulation 
section 1 .848-2(g)(8) m ay revoke their elections.
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C ontribution to  Simplicity
Removing the requirem ent that parties to  a reinsurance agreem ent agree on the am ount attributable 
to  the agreement that m ust be capitalized w ould stream line tax  compliance. Requiring taxpayers to  
exchange confidential tax  return  inform ation could create continuing problem s if  tax  return 
in form ation  is adjusted on audit by the  IRS. Overall tax  com pliance w ould be m uch sim pler i f  the 
com panies w ere  not required  to  interact w ith each o ther after the  original basic transaction w as 
completed.
O ther Considerations
T reasury’s failure to  provide clarification regarding the “dem onstration” requirem ent in Treasury 
Regulation section 1.848(d)(4)(B ) has, in effect, forced taxpayers to  m ake the election under 
Treasury Regulation section 1.848-2(g)(8) w hich requires the  parties to  exchange inform ation each 
year for each reinsurance agreem ent so as to  ensure tha t they u se  consistent am ounts. M eeting this 
requirement has proven to  be extremely tim e consum ing and nearly impossible in m any cases. W hile 
the am ounts involved are determ ined on an accrual basis, there  are a  num ber o f  reasons w hy the 
insurers m ight appropriately reach different totals. The parties m ay close their books at different 
times and/or may use different m ethods to  estimate certain  reserves. Q uestions m ay arise as to  w hen 
bills or claims w ere received o r accrued. Information m ay no t be received until after tax  returns have 
been  com pleted. The requirem ent fo r consistency on an agreem ent by agreem ent basis is further 
com plicated w hen the  sam e parties have several agreem ents.
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LIFE-NONLIFE CONSOLIDATION
Present Law
P rio r to  1981, life insurance com panies w ere no t allow ed to  jo in  in filing a consolidated tax  return  
w ith affiliated corporations w ho w ere not life insurance com panies. Sections 1503(c)and 1504(c)(2), 
enacted as part o f  the  T ax  R eform  A ct o f  1976, allow  life insurance com panies which have been 
m em bers o f  an affiliated g roup  fo r at least 5 years to  file consolidated tax  returns w ith  affiliated 
nonlife  insurance corporations, bu t restrict the  am ount o f  loss available for offset against life 
insurance com pany incom e.
Proposed  C hange
Repeal sections 1503(c), 1504(b) and 1504(c)(2), thereby allowing life insurance com panies the  sam e 
consolidation privilege as is g ran ted  m ost o ther corporations under the  IRC.
Contribution to Simplicity
The elimination o f  these provisions, and the regulations tha t support them , w ould  reduce the 
additional calculations needed to  prepare the consolidated tax  return and the record  keeping necessary 
to  track eligible and ineligible loss carryforwards, and eliminate the  need fo r taxpayers to  use  various 
tax  planning techniques and strategies in o rder to  ensure full utilization o f  consolidated losses w ithin 
the carryforward period. In  addition, it w ould reduce a financial reporting  problem  o f  justifying the 
deferred tax  asset associated w ith  loss carryforwards.
O ther  I ssues
The distinction betw een the  taxation  o f  life insurance com panies and o ther corporations has, fo r all 
practical purposes, disappeared. Life insurance companies are now  taxed on  their entire incom e, bo th  
investm ent and underw riting. In  addition, life insurance com panies, like all o ther corporations, are 
subject to  the alternative minimum tax  provisions w hich ensure tha t corporations pay at least som e 
tax on their financial reporting income. A s a result, there  is a no longer a logical o r fair rationale for 
treating life insurance com panies different from  other corporations.
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CONSISTENT APPLICATION OF POLICY INTEREST RATES
Present Law
U nder section 812(b)(2)(A ), the required  interest portion o f  policy interest is determ ined using the 
greater o f  the prevailing State assumed rate o r the applicable Federal in terest rate  w hereas the excess 
interest portion  under section 808(d)(1)(B ) uses only the prevailing S tate assum ed rate. This 
inconsistency m ay cause an overlap o r shortfall in the  am ount o f  policy interest.
P roposed  Change
C hange section 808(d)(1)(B ) to  read “the  g rea ter o f  the prevailing S tate  assum ed rate o r the 
applicable Federal interest rate” in com puting excess interest.
C ontribution to  Simplicity
This w ould  eliminate the  need for taxpayers to  m aintain separate in terest ra te  files fo r reserves and 
excess interest. It would also eliminate the  overlap betw een the required in terest and excess interest 
portions o f  policy interest.
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REPORTING OF FOREIGN INCOME TAXES PAID 
BY REGULATED INVESTMENT COMPANIES UNDER SECTION 853
Present Law
IRC section 853 provides that if  a Regulated Investment Com pany (RIC) m eets certain requirem ents, 
it may elect to  pass th rough  the benefit o f  a foreign tax  credit o r deduction to  its shareholders. I f  a 
RIC  m akes this election, it m ust send shareholders a  w ritten  notice o f  such election w ithin 60 days 
o f  its year end. Regulation section 1.853-3 requires the  notice to  designate the  portion  o f  foreign 
taxes  paid to  each separate country and the  portion  o f  the  R IC s dividend that represents incom e 
derived fr om  sources in each separate country .
Proposed Change
T he rationale fo r the  requirem ent to  provide inform ation fo r each separate country  w as to  enable 
shareholders to  properly calculate their foreign tax  credit lim itation under section 904. P rio r to  1976, 
section 904 required the allowable foreign tax  credit to  be computed on a separate country  basis. The 
T ax  R eform  A ct o f  1976 am ended section 904 to  provide an overall lim itation instead o f  separate 
coun try  lim itations. Since taxpayers are required  to  com pute their foreign tax  credit based on an 
overall lim itation, it should no longer be necessary fo r R IC s to  specify the am ount o f  incom e from  
each separate country  and the  am ount o f  tax  paid to  each separate country. Therefore, the 
Regulations under section 853 should eliminate the  requirem ent fo r R IC S to  provide inform ation to  
shareholders on a separate country basis and should require RICs to  provide inform ation on an overall 
basis in accordance w ith  requirem ents for com puting the  foreign tax  credit lim itation under 
section 904.
C ontribution to  Simplification
Current regulations require R IC s to  provide shareholders w ith  inform ation tha t is no  longer needed 
to  prepare their incom e tax  returns. Com piling and providing this inform ation is a  tim e consum ing 
and costly  process. M odification o f  the  regulations to  conform  w ith current law  w ould  reduce 
com pliance and adm inistrative costs and complexity.
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SAFE HARBOR PERMITTING RICs TO AVOID PFIC TREATMENT
Present Law
Section 1291 o f  the IRC imposes a tax at the highest corporate rate on “excess distributions” received 
by a U.S. taxpayer from  a “Passive Foreign Investm ent Com pany” (PFIC). An excess distribution 
includes gains on  the  disposition o f  PFIC  stock  as well as dividends w hich exceed the  prior three 
years’ average. A  PFIC is any foreign corporation  fo r which 75 percent o r m ore o f  its g ross incom e 
is passive incom e or 50 percent o f  its assets p roduce passive income. This rule w as introduced by 
the Tax R eform  A ct o f  1986 as an anti-abuse provision to  prevent U .S. taxpayers from  form ing 
foreign corporations o r investing in foreign corporations fo r passive investm ent purposes but only 
paying capital gains tax  upon  disposition o f  their holding and resulting in a possible tax  deferral for 
m any years. Unlike previous anti-abuse provisions w hich applied w hen there w as substantial 
ownership o f  the  foreign corporation, the  PFIC  provisions apply to  any ow nership interest.
P roposed  Change
Exem pt R egulated Investm ent Com panies (R IC s) from  PFIC  provisions because any tax  deferral 
obtained by shareholders o f  a  RIC is clearly not o f  the abusive nature C ongress intended to  eliminate. 
Shareholders o f  a  publicly traded  RIC  lack control o f  the  foreign corporation  to  create an abusive 
schem e and the tax  diversification rules already limit the portion  o f  the R IC s assets w hich m ay be 
invested in a  single foreign company, minimizing the  potential fo r deferral.
Contribution to  Simplification
RICs would be relieved o f  the onerous burden  o f  determ ining if  the foreign corporations they invest 
in are  PFIC s. E ven  if  the  proposed exem ption w ere  subject to  special rules further limiting the 
potential for abuse (see alternative below ), there  w ould  still be significant simplification.
The burden fo r R IC s can be clearly distinguished from  that o f  o ther taxpayers:
• R ICs actively buy and sell securities so that the  num ber o f  securities requiring identification 
m ay vary  from  several hundred fo r a  fund o r several thousand for a fund complex. In 
addition, this tu rnover limits the length o f  any tax  deferral.
• The tax rules require a  determination o f  the  assets and incom e o f  the  foreign com pany based 
on financial records prepared in accordance w ith U.S. tax  rules. V irtually none o f  the  foreign 
en tities in w hich U.S. R IC s invest provide such information. In addition, sources o f  
information on foreign companies are substantially less than that reported  for U .S. companies. •
• The tax rules result in erroneously labeling foreign corporations as PFIC s w hen in fact such 
companies are clearly no t within the scope w hich C ongress intended the  PFIC  legislation to  
cover. F or example, companies in the start-up phase and active com panies w hich are service,
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finance o r finance-related entities m ay fail the  asset tes t - a  large problem  for a RIC  which 
may invest in m any such entities. S tart-up com panies rarely qualify fo r the  relief under IRC 
section 1297(b) because the  start-up period is generally m ore than 1 year.
V arious legislative and regulatory  proposals have been set fo rth  to  provide re lief fo r RICs. Such 
proposals provide fo r a  “m ark-to-m arket” regim e w hich simplifies recording by perm itting R IC s to  
recognize incom e currently  based on the increase in m arket value o f  their PFIC  holdings. These 
proposals provide no re lief fr om  the  burden o f  identification.
A lternative P roposal
Exem pt a  stockholding o f  a  R IC  from  PFIC  treatm ent i f  the  R IC  ow ns less than 10 percent o f  the 
o u tstand ing  stock  o f  such com pany and less that 5 percent o f  the  R IC s assets are invested in the 
holding.
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INTEREST ON LOANS ON NON-ACCRUAL
Institu tions w hich use the accrual m ethod o f  accounting typically have an ongoing policy o f  not 
accruing into income interest on loans which they deem  to  be nonperform ing, but which have not yet 
been written o ff as bad debts. Nonperforming loans are those loans which, as a result o f  the inability 
o f  the borrow er to  m eet the  contractual term s o f  the  loans, are delinquent and are placed on a non­
accrual basis.
L oan  accounts are m ost com m only placed on non-accrual status w hen paym ents have not been 
received after a predetermined num ber o f  days (e.g., 30, 60, 90 days, etc.). A  loan account m ay also 
be placed on non-accrual status as a result o f  a specific event.
Present Law
U nder present law, the  IRS will no t accept regulatory guidelines fo r determ ining w hen interest 
accruals should be discontinued on nonperform ing loans. Taxpayers m ust continue the accrual o f  
interest on nonperforming loans until either; a) uncollectibility o f  in terest has been established under 
the  guidelines o f  R evenue Ruling 80-361; or, b) the loan has been charged-off.
Revenue Ruling 80-361 generally states that income is includible in gross incom e w hen all events have 
occurred so that the  right to  receive such incom e and the am ount th e re o f  can be determ ined w ith  
reasonable accuracy. A  fixed right does no t exist if  an incom e item  is uncollectible o r there is no 
reasonable expectation o f  payment. Therefore, taxpayers m ust exam ine each loan on a case by case 
basis to  determ ine w hether a  reasonable expectation o f  repaym ent exists, irrespective o f  w hether 
paym ents are delinquent. This subjective determ ination o f  interest collectibility has led to  many 
disagreem ents betw een taxpayers and the  IRS.
T o  th e  ex ten t a  loan has been charged off, interest accrual is no t further required. In addition, if  
accrued interest on a nonperform ing loan has previously been recognized in taxable income, and the 
loan subsequently becomes partially o r wholly worthless, relief is available to  the  taxpayer via the  bad 
debt deduction rules found in section 166.
D ue to  the som ew hat subjective nature  o f  determ ining w orthlessness, bad debts are a frequent item  
o f  controversy betw een the  IR S and taxpayers. To help alleviate this controversy, taxpayers have 
been granted the opportunity  to  rely on regulatory standards fo r purposes o f  determ ining their tax  
bad debt deductions. These rules, found in Regulation sections 1.166-2(d)(3) and (4), generally allow 
a taxpayer to  claim a tax  bad debt deduction for chargeoffs o f  loans w hich w ere classified as "loss” 
for regulatory purposes. I f  all associated requirem ents are met, these chargeoffs are considered valid 
bad debt deductions and are no t subject to  IRS examination. H ow ever, these bad debt conform ity 
rules do not extend to  interest accruals.
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Proposed  Change
D ue to  the close relationship governing collection o f  principal and in terest on  nonperform ing loans, 
as well as the ability o f  taxpayers to  rely on  regulatory  classifications in determ ining the appropriate 
bad debt deduction, it is recom m ended th a t book-tax  conform ity be established fo r interest accruals 
on nonperforming loans. D ue to  the subjective nature  o f  determ ining the collectibility o f  interest on 
nonperforming loans, use o f  regulatory  guidelines by both  the IRS as well as taxpayers should serve 
to  reduce o r eliminate controversy betw een  the  tw o  parties on this issue.
C ontribution to  Simplification
Interest on non-accrual is one o f  the m ost tim e consum ing com ponents o f  an IRS audit. In the  same 
manner that the conformity election w as introduced to  reduce the burden on  the  taxpayer and the IRS 
with respect to  the audit o f  an institution 's bad debt deduction, similar treatm ent o f  interest on non­
accrual will provide comparable benefits. The risk o f  taxpayer abuse in th is area is unlikely. Failure 
to  accrue incom e fo r book  purposes directly im pacts regulatory capital by reducing the  am ount o f  
cu rren t incom e. A s a result, an institution is unlikely to  m anipulate it's book  accrual o f  interest 
incom e to  achieve a tax  benefit.
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SHORT-SHORT TEST FOR REGULATED 
INVESTMENT COMPANIES
Present Law
A  regu la ted  investm ent com pany (R IC ) is treated , in essence, as a  conduit for Federal incom e tax  
purposes. I f  a corporation qualifies as a  RIC, it is allowed a  deduction for dividends paid (or deem ed 
paid) to  its shareholders (section 852(b)). Thus, no corporate  level tax  is payable on earnings o f  a 
RIC distributed (or deem ed distributed) to  its shareholders. In o rder fo r a  corporation  to  qualify as 
a RIC , a corporation m ust elect such status and m ust satisfy certain tests  (section 851(b)). In 
particu lar, a corporation  m ust derive less than  30 percent o f  its gross incom e from  the sale or 
disposition o f  certain investments (including stock, securities, options, futures, and forw ard contracts) 
held less than  3 m onths (the “short-short test”) (section 851(b)(3)).
P roposed  Change
R epeal the  short-short test.
Contribution to  Simplification
T he sh o rt-sh o rt test restricts the investm ent flexibility o f  RICs. The test can, fo r example, limit a 
RI Cs ability to  “hedge” its investment (e.g., to  use options to  p ro tect against adverse m arket m oves). 
The test also burdens a RIC  w ith  significant record  keeping, compliance, and adm inistration costs. 
The RIC m ust keep track o f  the holding periods o f  assets and the relative percentages o f  short-term  
and long-term  gain that it realizes th roughout the  year.
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MARK-TO-MARKET ACCOUNTING
Section 475 requires taxpayers that are dealers in securities to use the mark-to-market method
(MTM) of accounting for any security held for sale. Many banks and thrifts are dealers in securities
as a result o f loan sales.
Present Law
Effective fo r taxable years ending on  o r after D ecem ber 31, 1993, section 475(a) requires a dealer 
in securities to  m ark its securities to  m arket fo r federal incom e tax  purposes at the  end o f  every 
taxable year. Any resulting gain o r loss is included in taxable incom e fo r that year. Section 475(c) 
defines a  dealer in securities as any taxpayer w ho ;
A. regularly purchases securities from  o r sells securities to  custom ers in the  ordinary course o f  
a trade  o r business; or,
B. regularly offers to  en ter into, assum e, offset, assign o r otherw ise term inate positions in 
securities w ith  custom ers in the ordinary course  o f  a  trade  o r  business.
Section 475 w as originally intended to  restrict the  perceived abuse by securities dealers in using the 
“L ow er o f  C ost o r M arket” (LO C O M ) m ethod o f  accounting to  recognize unrealized depreciation 
in m arket value o f  their securities inventory w hile no t reporting  unrealized appreciation in such 
securities. As a result, a  bank will fr equently be classified as a  dealer fo r purposes o f  the  M T M  rules 
as a result o f  loan sales.
T he IR S has issued guidance in the  form  o f  revenue rulings, notices and p roposed  and tem porary  
regulations to  address the  myriad o f  issues section 475 raises. D espite this guidance, com pliance 
with section 475 has proven  difficult and adm inistratively burdensom e. A ccordingly, the  following 
suggestions are subm itted to  address som e areas w here simplification can be achieved w ithout 
underm ining the  intent o f  section 475.
P roposed  Change
A. V aluation Issues
A  great deal o f  uncertainty surrounds the valuation o f  securities required to  be m arked to  m arket 
under section 475(a). Unless such uncertainties are rem oved th rough  published guidance, 
taxpayers and IRS will undoubtedly engage in p ro tracted  valuation disputes. Such disputes will 
be costly  fo r bo th  taxpayers and the  governm ent. Accordingly, w e strongly encourage the 
publication o f  clear and easy to  com ply w ith  adm inistrative guidance fo r com puting the fair 
market value o f  each class o f  securities under section 475(c)(2). In  the  absence o f  such clear and 
easy to  com ply w ith  guidance, e.g., one w hich em ploys w idely accepted m ethodologies using 
generally available objective rates, the  regulations should clarify that fair values determ ined in 
conformity w ith generally accepted accounting principles (G A A P) are accepted as presum ptively
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correct fair market values for section 475(a). (Note: The IRC section 475 definition o f  securities 
differs from  and is generally m ore expansive than the  GA A P definition o f  securities in FASB 
Statem ent No. 115.)
B. Identification
T o ease the adm inistrative burdens o f  identification, taxpayers should be allowed flexibility in 
implementing system s o f  identification. The requirem ent under proposed  regulations to  cite 
w hich subparagraph o f  section 475(b)(1) supports exem ption from  M TM  is unnecessary and 
burdensome. Inasmuch as the term s "held fo r investm ent" and "not held for sale" have the same 
meaning, the regulations should provide that any system  that clearly identifies which securities 
are  held for sale and w hich are no t should be sufficient. F or example, i f  the  m ajority o f  a 
taxpayer's securities are held fo r sale, a  system  that clearly identifies those securities that are not 
held for sale should be acceptable. Conversely, if  the  m ajority o f  a  dealer's securities are not held 
for sale, a system that clearly identifies those securities th a t are held fo r sale should be sufficient.
C. U .S. B ranches o f  International B anks
The regulations should clarify that, for the purpose o f  determ ining w hether a  taxpayer is a  dealer, 
the activities and assets o f  a foreign bank doing business in the  U .S . tha t do no t produce incom e 
effectively connected w ith  its conduct o f  a trade o r business in the  U .S. are irrelevant. Thus, if  
a foreign bank is a  dealer in securities (under principles o f  section 475) in its hom e country  o r 
elsewhere in the  w orld , bu t is no t a dealer w ith  regard  to  its U .S. trade  o r business, such bank 
should be exempt from  the M TM  requirements for its U.S. effectively connected assets. Focusing 
solely on the U.S. effectively connected assets in applying section 475 not only com ports w ith  the 
drafters' intent, but will also eliminate difficult enforcem ent problem s associated w ith examining 
activities and assets tha t do n o t produce effectively connected income.
C ontribution to  Simplification
Issues related to  the  M T M  m ethod o f  accounting will likely dom inate the IRS's significant issue list 
in the  next decade. A s a result, taxpayers and examining agents will be spending countless hours 
ensuring compliance w ith the rules. Enactment o f  these proposals pu t forth  to  simplify the application 
o f  th e  M T M  rules will greatly  ease the compliance burden on taxpayers w ithout underm ining the 
intent o f  section 475. Similarly, providing guidance on valuing assets under section 475 is necessary 
to  ensure  com pliance by the  broad  spectrum  o f  taxpayers required to  use the M TM  m ethod o f  
accounting.
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TRANSLATION OF FOREIGN TAXES AT 
AVERAGE EXCHANGE RATES
Present Law
IRC section 902 allows a U .S. corpora te  shareholder to  claim a foreign tax  credit for qualifying 
foreign income taxes paid o r accrued by a foreign subsidiary from  w hich it receives a  dividend. The 
amount o f  credit allowed is calculated based on  the foreign subsidiary's earnings and profits (E& P) 
and foreign taxes.
The Tax Reform  Act o f  1986 (the Act) changed the translation rules applied fo r credits under section 
902. Under existing law, E& P o f  a  foreign subsidiary are calculated and m aintained in the  functional 
currency, whereas foreign incom e taxes paid (section 986) by the subsidiary are translated into U .S. 
dollars at the  ra te  o f  exchange on the  date  paid and are m aintained as a  dollar pool o f  taxes. W hen 
the dividend is paid, the dividend and E & P pool are bo th  translated  into U .S. dollars at the  dividend 
date exchange rate, and the section 902 credit is calculated based on such am ounts and on the  U .S. 
dollar pool o f  foreign taxes.
W hen incom e is included by a U .S. shareholder under section 951 (subpart F), the incom e is first 
computed in the  foreign subsidiary's functional currency and then  translated  into U .S. dollars at the  
w eighted average exchange ra te  fo r the  year o f  inclusion. Foreign  taxes paid by the subsidiary are 
translated into a  dollar pool on the date  paid under section 986. The deem ed paid foreign tax  credit 
available to  corporate  shareholders is com puted under section 960 using the dollar am ounts o f  
dividend, E& P and foreign taxes.
U nder cu rren t law, foreign taxes paid directly by U.S. individuals and corporations also m ust be 
transla ted  into U .S. dollars on the  date  paid under section 986 fo r the  purpose o f  com puting the 
section 901 tax  credit.
R ecom m ended Change
It is recommended that, in the com putation o f  the  deem ed paid foreign tax  credit under sections 902 
(including foreign tax  credits allow ed w ith  respect to  section 1248 dividends), 960 and 901, U .S. 
individuals and corporations be allow ed to  translate foreign taxes into U .S . dollars at the  average 
exchange ra te  fo r the  year and tha t the  section 986 translation rule adop ted  by the 1986 A ct be 
repealed.
C ontribution to  Simplicity
T he ru les adop ted  in the T ax  R eform  A ct o f  1986 require U .S. taxpayers to  spend significantly 
greater time calculating deem ed paid foreign tax  credits. Foreign subsidiaries, like U .S. com panies, 
make tax payments at various times o f  the year to  comply w ith local estim ated tax  paym ent rules and 
to  cover o th e r  underpaym ents and deficiencies. In som e countries, taxes m ust be paid m onthly. 
Thus, the existing rule greatly  increases the  inform ation gathering and calculation tim e required o f  
U.S. individuals and companies, and increases the amount o f  IRS tim e spent auditing the calculations.
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Since exchange rates fluctuate unpredictably, there  is no w ay to  predict w hether the  recom m ended 
change w ould produce m ore o r less revenue than  existing law; how ever, the  revenue loss, if  any, 
w ould be insignificant in relation to  the  simplification o f  our tax  law provided by this change.
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PASSIVE FOREIGN INVESTMENT COMPANY/CONTROLLED 
FOREIGN CORPORATION OVERLAP
Present Law
C urren t law  tax es  a U .S. shareholder on its p ro  ra ta  share o f  the  passive incom e o f  a controlled 
foreign corporation (CFC) under the subpart F  provisions. A  foreign com pany is a  CFC if  m ore than 
50 percent o f  its vo te  o r value is ow ned by U .S. shareholders.
The Tax Reform  A ct o f  1986 added the passive foreign investment com pany (PFIC ) regime. A  PFIC 
is a  foreign corporation in which over 50 percent o f  the assets o r over 75 percent o f  the  gross incom e 
is passive. In addition, any foreign corporation that has once m et the tests fo r being a PFIC  is forever 
treated as a PFIC. These provisions, in general, tax  U .S. shareholders on  their p ro  ra ta  share o f  the 
earnings o f  a PFIC. A  U.S. shareholder o f  a  PFIC  will be taxed  on its share o f  earnings either w hen 
the PFIC is sold o r has an excess distribution (w ith  an im puted interest com ponent added for the  tax  
deferral) o r currently, i f  the shareholder elects ou t o f  the  PFIC  regime. A s the IRC sections related 
to  PFIC s are separate from  the CFC provisions, a  PFIC  does not have to  be controlled by U.S. 
shareholders to  be  subject to  current taxation  o f  its earnings.
R ecom m ended C hange
A  P FIC  th a t is also a CFC should be trea ted  as a non-PFIC  w ith respect to  its 10 percent U.S. 
shareholders.
C ontribution to  Simplicity
A  PFIC  that is also a CFC is subject to  the  subpart F as well as the PFIC  provisions. This overlap 
is unnecessary and duplicative and represents a trap  fo r the  unwary. B oth  provisions are designed 
to  prevent U .S. shareholders from parking easily m ovable cash and investm ents in low -taxed  foreign 
jurisdictions. Presum ably, the PFIC  provisions w ere intended to  extend CFC-like rules to  
noncontrolled foreign corporations; how ever, their reach is no t so restricted.
The PFIC  provisions frequently strike unintended targets. F o r example, a  new ly organized foreign 
company w hose plant is under construction for longer than 12 months will m eet the  PFIC  incom e test 
if  it has even one dollar o f  interest earned on its w orking capital (since the  new ly organized operation 
w ould have no g ross incom e except fo r interest). Since this com pany m et a  PFIC  test in one year, 
it forever carries the PFIC taint (unless it elects to  be taxed currently). U pon  the  sale o f  the  company, 
the U.S. shareholder will have to  pay the  resulting tax  on the  im puted in terest in addition to  the  gain 
on th e  sale o f  stock. T o  avoid this harsh  result, U .S. shareholders m ust carefully scrutinize each 
foreign corporation, including operating com panies, each year to  determ ine w hether any m eet either 
o f  the  PFIC  tests. W hile this is a onerous task  fo r holders o f  non-controlled foreign corporations, 
it is an unnecessary burden on  holders o f  CFC s w ho m ust also m ake detailed and com plex subpart 
F  calculations. B ecause the  PFIC  provisions are duplicative and do no t constitu te  good  tax  policy 
in relation to  CFCs, these provisions should be m ade inapplicable to  PFIC s that are also CFCs w ith  
respect to  their 10 percent U .S. shareholders.
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DIVIDENDS FROM ALL “10/50” COMPANIES 
IN ONE FOREIGN TAX CREDIT LIMITATION BASKET
Present Law
IRC section 904(d) provides that a  separate foreign tax  credit com putation m ust be perform ed for 
dividends from  each "noncontrolled section 902 corpora tion .” A  noncontrolled section 902 
corporation (also know n as a  "10/50” company) is any foreign corporation w ith  respect to  w hich the 
U .S . shareholder m eets the  stock  ownership requirem ents o f  section 902. H ow ever, a controlled 
foreign corporation (C FC ) is no t treated  as a 10/50 com pany w ith respect to  any distribution out o f  
earnings fo r periods during w hich the  corporation  w as a CFC. IRC section 902 requires tha t the 
foreign company be no low er than the  third tier, that each shareholder com pany in the  chain ow n at 
least 10 percent o f  its subsidiary company, and th a t the  U .S . parent m ust ow n indirectly at least 5 
percent o f  the applicable foreign company. A  foreign com pany is a CFC if  m ore than  50 percent 
o f  its vo te  o r value is ow ned by U .S . shareholders. F o r example, a  foreign corporation  w hich is 
ow ned exactly  50 percent by a U .S. shareholder is a  " 10/50” com pany and dividends cannot be 
combined w ith  dividends from  other foreign com panies in the  foreign tax  credit com putation.
Recom m ended Change
It is recommended that the rule be changed to  com bine dividends from  all “ 10/50” com panies in one 
foreign tax  credit lim itation basket.
Contribution to  Simplicity
While the current ”10/50” provisions were partly intended to  mitigate the  com pliance burden resulting 
from  having to  gather the  underlying financial da ta  o f  non-controlled foreign com panies, in many 
cases, it has actually increased the com pliance burden by requiring the taxpayer to  m ake separate 
foreign tax  credit calculations fo r each “ 10/50” company.
E ach  ” 10/50” com pany o f  the  U .S. taxpayer is generally subject to  a  local effective tax  rate  
com parable to  the  taxpayer’s o ther “ 10/50" companies. Therefore, only insignificant tax  revenues 
w ould be lost by allowing taxpayers to  average the earnings and taxes o f  all ”10/50” com panies by 
com bining them  in a single foreign tax  credit com putation. The significant reduction in the 
compliance burden o f  U .S. taxpayers justifies this result.
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HIGH TAX KICK OUT RULE
Present Law
T he Tax R eform  A ct o f  1986 (the A ct) revised the foreign tax  credit provisions by requiring the 
lim itation on the am ount o f  creditable tax  to  be calculated w ith  respect to  separate categories, or 
"baskets", o f  income [section 904(d)]. A m ong o ther things, foreign source passive incom e m ust be 
separated from  a taxpayer's o ther types o f  income. This segregation w as enacted to  prevent a 
taxpayer from manipulating investments and averaging foreign tax  credits on operating income, which 
generally are imposed at relatively high foreign tax  rates, w ith  foreign tax  credits on passive types o f  
income such as portfolio interest, dividends, etc. These la tte r types o f  incom e often can be invested 
in a  way that allows for a low  foreign tax. By segregating passive foreign source incom e and active 
foreign income into separate baskets in applying the foreign tax  credit lim itation, the  tax  law  prevents 
cross-crediting o f  foreign taxes betw een operating and investm ent income.
In  establishing the passive/active segregation, the  A ct included a m echanical rule which excludes 
"high taxed" passive income and the associated foreign income taxes from  the passive basket [sections 
904(d)(2)(A)(iii)(III) and 904(d)(2)(F)]. This rule, which is generally referred  to  as the "high tax  kick 
out" ru le  p rovides tha t passive incom e that is subject to  an effective foreign tax  ra te  equal to  o r 
g rea te r  than  the m aximum  U .S. tax  ra te  m ay not be included in the  passive basket. T hat is, it is 
"kicked out" o f  the  passive basket and will then generally fall into the  taxpayer's general (active) 
basket. F o r example, i f  foreign investm ent interest incom e is received by a corporate  taxpayer, the  
incom e will be in the passive basket i f  the  effective foreign tax  ra te  is less than  35 percent, but the 
income will be included in the active basket if  the effective foreign tax  ra te  is 35 percent o r m ore. In 
calculating the effective foreign tax  rate, foreign principles o f  taxation  are applied to  determ ine how  
m uch  tax  is im posed on incom e, bu t the  effective rate  is based on U .S. principles o f  allocating 
deductions and o f  grouping item s o f  income.
Recom m ended Changes 
The high tax  kick out rule should be repealed.
C ontribution to  Simplicity
The high tax  incom e exception o f  sections 904(d)(2)(a)(iii)(III) and 904(d)(2)(F ) is technically one 
o f  th e  m ore  difficult provisions o f  the  foreign tax  credit lim itation to  apply. It creates m any 
interpretative issues as to  which items o f  income m ay be grouped. Also, it creates unnecessary w ork  
for taxpayers and adds to  the tim e required  for an IRS agent to  audit a  U .S. taxpayer. F o r example, 
many companies with foreign operations earn small am ounts o f  investm ent incom e on cash available 
during tem porary  o r seasonal operating fluctuations. This in terest generally is subject to  the  sam e 
fo re ign  tax  as operating incom e. W here passive incom e is earned in an operation and subject to  
foreign tax, it is obviously n o t a  result o f  m anipulation fo r tax  avoidance purposes. C ongress does 
n o t w ish  to  create a "business needs" exception to  allow  passive incom e to  be categorized as 
operating income. At the same time, however, to  re-characterize passive incom e as operating incom e 
based on an arbitrary tax  ra te  is conceptually incorrect and no t necessary to  preclude m anipulation 
o f  th e  c red it rules. It is believed tha t repeal o f  this provision will lose very little revenue. The 
provision does, how ever, add significantly to  the com plexity o f  ou r law s and should be eliminated.
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UNIFORM CAPITALIZATION RULES
Present Law
W ith  respect to  inventory property  produced by the  taxpayer o r acquired fo r resale, section 263A 
requ ires  certain costs to  be capitalized to  inventory for all taxpayers w ith  average annual gross 
receipts o f  m ore than $10,000,000 for the 3-taxable year period prior to  the  taxable year. In addition, 
section 263A  requires the capitalization o f  in terest costs during the construction period o f  long-lived 
assets. Since this law  constitutes a  m ethod o f  accounting, these uniform  capitalization rules 
(U N IC A P ) m ust be used in determ ining the  earnings and profits o f  all foreign corporations, even 
those no t conducting any business in the  U .S.
The gross receipts o f  all subsidiaries, foreign and dom estic, w ithin a controlled group are aggregated 
for purposes o f  determining w hether the $10,000,000 threshold is exceeded. I f  the  aggregate o f  gross 
receipts exceeds the threshold, then the U N ICA P rules m ust be applied to  each dom estic and foreign 
entity in the  controlled group (Rev. Rul. 89-26 1989-1 C.B. 87).
R ecom m ended Change
Rem ove the requirem ent that U N IC A P be applied to  foreign corporations that conduct no business 
in the U.S.
C ontribution to  Simplicity
E lim ination o f  a U N IC A P inventory adjustm ent in this situation w ould greatly relieve the 
adm inistrative burden in determ ining the  earnings and profits o f  foreign subsidiaries. The foreign 
U N IC A P adjustm ent has a minimal effect relative to  adjustm ents in the  dom estic context because;
(1) p o s t-1986 E& P is accounted fo r in one pool, thereby diluting the effect o f  the adjustm ent, and
(2) the effect is recognized for foreign tax  credit purposes only w hen the CFC distributes a dividend 
(o r as Subpart F incom e) as opposed to  being reflected in each year's taxable income.
Exemption fr om the application o f  UN ICAP also removes a burden fi-om U .S. m ultinationals vis-a-vis 
the UNICAP requirements fo r foreign based m ultinationals w ho are no t required to  apply U N IC A P 
to  foreign subsidiaries that do not conduct business in the U.S.
In addition, this proposal is expected to  have little o r no revenue im pact fo r the  following reasons. 
The effect o f  UNICAP on foreign subsidiaries is to  increase the am ount o f  earnings and profits o f  the  
fo re ign  subsidiary. The increase in earnings and profits has the  effect o f  low ering the effective 
foreign tax  rate, thereby increasing a taxpayer's capacity to  utilize foreign tax  credits w here the 
taxpayer is in an excess foreign tax  credit position. Since m ost U .S. m ultinationals are in an excess 
foreign tax  credit position, the  revenue generated  by the U N IC A P rules is small in relation to  the 
bookkeep ing  burden required in o rder to  com ply w ith the rules, even assum ing that the  simplified 
U .S. ratio  m ethod is used. In  addition, the effect o f  U N IC A P under present law  is to  increase the 
am ount o f  general lim itation (active) incom e, thereby increasing a taxpayer's capacity  to  recognize 
ac tive  incom e on  the sale o f  a CFC under section 1248. Finally, the  current revenue im pact o f
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applying UN ICAP at the foreign subsidiary level m ay be minimal because o f  the offsetting effects in 
the allocation and apportionment o f  expenses at the  U .S. parent level, perhaps causing no significant 
change in the am ount o f  tax  revenue collected by the  Treasury  D epartm ent. Therefore, the repeal 
o f  U N IC A P, as it applies to  foreign persons, is justified as an appropriate  m eans o f  achieving 
simplification.
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A D D E N D U M S
March 22, 1995
The H onorable Bill A rcher 
Chairman
Com m ittee on W ays & M eans 
U .S. H ouse o f  R epresentatives 
Longw orth  Building 
R oom  1102
W ashington, D C 20515-6348
The H onorable Bob Packw ood 
Chairman
Com m ittee on Finance
United States Senate
259 Russell Senate Office Building
W ashington, DC 20510-3702
Re. Proposal for S tatutory Changes Concerning Tax Aspects 
o f  D ivorce and M arriage
D ear Chairman A rcher and Chairman P ackw ood:
The American Institute o f  Certified Public A ccountants is pleased to  present for your consideration 
a proposal for changes to the Internal Revenue Code concerning tax aspects o f  divorce and marriage.
The AICPA is the national professional association o f  Certified Public A ccountants, w ith 
approximately 319,000 members. W e formed a volunteer Domestic Relations Task Force to  examine 
a number o f  recurring practical problems involving divorce and taxation which w ere identified by our 
member CPAs. The recommendations o f  this task force, with the support o f  the  Individual Taxation 
Com m ittee, have been approved by our Tax Executive Com m ittee. In addition to  these suggested 
statu tory  changes, w e have also prepared regulatory proposals for consideration by the  IRS.
Our recommendations are based on the belief that the tax law should be as unintrusive as possible in 
d ivorce and separation. Further, w hen individuals fail to  m ake affirmative choices, the defaults 
imposed by law and regulation should be fair.
American Institute of Certified Public Accountants 
1455 Pennsylvania Avenue. NW. Washington. DC 20004-1081 (202) 737-6600 fax (202) 638-4512
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A D D E N D U M  A
H onorable A rcher/H onorable Packw ood 
M arch 22, 1995 
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W e urge you to  give these proposals favorable consideration. W e w ould be happy to  m eet with you 
o r your s ta ff to  discuss these m atters. I f  you have any questions o r if  w e can be o f  any assistance, 
please call m e at (202) 467-3004 or Gerald W. Padwe, Vice President - Taxation, at (202) 434-9226.
Sincerely,
D eborah W alker 
Chair
Tax Executive Com m ittee
DW /ers\kl
cc: Hon. Sam Gibbons, Ranking M inority M ember, H ouse W ays & M eans Com m ittee
John Buckley, M inority C hief Tax Counsel, H ouse W ays & M eans Com m ittee 
Jam es D. Clark, C hief Tax Counsel, H ouse W ays & M eans Com m ittee 
Janice M ays, M inority C hief Counsel, H ouse W ays & M eans Com m ittee 
Phillip D. M oseley, M ajority C hief o f  Staff, H ouse W ays & M eans Com m ittee 
Joseph Gale, M inority Tax Counsel, Senate Finance Com m ittee 
Hon. Daniel P. M oynihan, Ranking M inority M ember, Senate Finance Com m ittee 
Law rence O ’Donnell, Jr., M inority S taff D irector, Senate Finance Com m ittee 
Lindy L. Pauli, M ajority S taff D irector, Senate Finance Com m ittee 
M ark Prater, C hief Tax Counsel, Senate Finance Com m ittee 
K enneth Kies, C hief o f  Staff, Joint Com m ittee on Taxation 
Leslie B. Samuels, Assistant Secretary, D epartm ent o f  the Treasury
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1. P ro p o sa l fo r Amending I .R .C . §121— Regarding Definition o f  Principal Residence for 
Purposes o f  Exclusion on Sale o f  Residence Incident to  D ivorce.
Present law . Section 121 provides for an election to  exclude up to  $125,000 o f  gain from  the  sale 
o f  a principal residence if  the taxpayer if  at least age 55 and has ow ned and resided in the residence 
fo r at least th re e  o f  the preceding five years. Only one spouse is required to  satisfy those tests in 
order to  be eligible for the  exclusion but that spouse alone m ust m eet all the requirem ents. M arried 
couples are entitled to  only one $125,000 exclusion betw een them  if  they file jointly; if  they file 
separately , they are entitled to  only $62,500 each. Unm arried individuals are each entitled to  
exclusions o f  $125,000.
Reason for Change
Divorce is a  unique transition for taxpayers. In m ost cases, one spouse m ust involuntarily abandon 
the marital residence. In many cases, as part o f  the property settlem ent, the residence is sold. Until 
then, the spouse who abandoned the residence may live in somewhat tem porary lodging (e.g., rental). 
His or her last permanent residence was the marital residence. A safe harbor is needed in the law for 
such taxpayers to  utilize §121 if  the residence is sold pursuant to  a divorce settlem ent. D ivorces often 
take m ore than tw o  years to  complete. Further, it may take additional tim e to  com plete sale o f  the 
residence after the agreem ent is finalized. Thus, an extra year (i.e., three o f  six instead o f  three o f  
five) is necessary to  permit §121 qualification.
Explanation o f  Recom m ended Change
Section 121 would be amended so that, if a residence is sold pursuant to  a divorce or separation, the 
eligible spouse(s) w ould be able to  utilize the gain exclusion if  during the six (instead o f  the present 
five) year period ending on the date o f  the sale or exchange, the residence w as used by the taxpayer 
as his or her principal residence for periods aggregating three years or more.
2 P roposal fo r A m en d in g  I .R .C . §1034— Regarding Time Period for Acquisition o f  
Replacem ent Residence by Divorcing Spouses
Present Law
I R C. §1034 allow a taxpayer to  defer tax on gains from the sale o f  a principal residence, provided 
that the net sales proceeds are reinvested in a replacement home within tw o years, before o r after, the 
sale If a taxpayer abandons the residence prior to  the sale, the provisions o f  §1034 no longer apply 
and gains are immediately taxable. When spouses divorce, one often abandons the residence. In that 
event, if  he or she rem ains an ow ner at the time o f  the sale, that spouse will be ineligible for §1034 
treatm ent The spouse w ho remains in the residence remains eligible for gain deferral. W hether a 
spouse abandons the residence is a question o f  facts and circumstances.
A - 5
2
Divorce is a  unique transition for taxpayers. In m ost cases, one spouse m ust involuntarily abandon 
the marital residence. In many cases, as part o f  the property  settlem ent, the  residence is sold. Until 
then, the spouse w ho abandoned the residence may live in somewhat tem porary lodging (e.g., rental). 
His or her last permanent residence was the marital residence. A  safe harbor is needed in the  law for 
such taxpayers to  utilize §1034 if  the  residence is sold pursuant to  a divorce settlem ent. Given that 
divorces often take more than tw o years to  complete, a  three year period is necessary to  continue Sec. 
1034 qualification. This change will ease adm inistration o f  the  law.
Explanation o f  Recom m ended Change
The proposal would provide a safe harbor in the determination o f  principal residences in certain cases 
incident to  divorce o r separation. Specifically, the proposal provides that a residence w ould be 
treated as the taxpayer's principal residence at the tim e o f  sale if  (1) the residence is sold pursuant to  
divorce or separation and (2) the taxpayer used such residence as his o r her principal residence at any 
tim e during the three-year period ending on the date o f  the  sale. The proposal is identical to  §102 
o f  the  Tax Simplification and Technical C orrections Act o f  1993 (H.R. 3419) (and §4101 o f  the 
R evenue A ct o f  1992 (H.R. 11)) except that the tw o year allowance w ould be increased to  three 
years.
3. P ro p o sa l fo r  A m en d in g  I .R .C . §172— Regarding Recharacterization o f  Alimony for N et 
O perating Loss Purposes
Present Law
In computing a net operating loss, nonbusiness deductions are taken into account only to  the extent 
o f  nonbusiness income. Nonbusiness deductions are those which are unrelated to  the taxpayer's 
em ploym ent and are not incurred in the conduct o f  a trade o r business. See Treas. Reg. §1.172- 
3(a)(3) and I.R.C. §172(d)(4).
Alimony paid has been specifically held to  be a nonbusiness deduction. In Thom as E. M onfore. 55 
T.C.M  787 (1988), the Tax Court held that the taxpayer's alimony paym ents arose solely from the 
marital relationship and thus were not related to  employment or conduct o f  a business. The fact that 
business income funded the alimony payments w as found to  be irrelevant. The C ourt, however, did 
not discuss (and may not have even considered) the incom e-splitting aspect o f  alimony, which has 
long been the underpinning o f  I.R.C. §71.
Although no authority on point has been found, it is anticipated that an alimony recapture deduction 
under I R C §71(f)(1)(B ) w ould also be treated  as a nonbusiness deduction based on the M onfore 
rationale
R eason for Change
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W e believe that alimony paid should be classified as a business deduction in com puting a net 
opera ting  loss. The paym ents ordinarily are m ade from earned o r business income o f  the payor, 
which has the effect o f  permissible incom e-splitting betw een taxpayers.
As long as taxpayers adhere to  the requirem ents o f  I.R.C. §71, they may divide incom e for tax 
purposes via alimony as they, in their sole discretion, so desire. O f  course, alimony is taxed to  the 
recipient; the  disallowance o f  a net operating loss through the nonbusiness deduction classification 
effectively may prevent a corresponding deduction to  the payor. This result is inconsistent with long­
standing approach o f  §§62 and 71, providing for income and deduction o f  alimony. The only 
practical rem edy is legislation which overturns the M onfore result.
A payee o f  alimony is entitled to  claim a deduction in the same am ount and year in which the payor 
o f  alim ony must recognize recapture income pursuant to  I.R.C. §71(f)(1)(B). The intent o f  
§ 7 1(f)(1)(B) is to  restore both the payor and payee to  their respective positions prior to  the 
subsequently disallowed alimony. I f  this deduction is treated  as a nonbusiness item for net operating 
loss purposes, this statutory framework will be obviated, since the payee may be effectively prevented 
from receiving the full benefit o f  the recapture deduction.
F or exam ple, assum e alimony is paid to  a form er spouse, w ho has no o ther income, pursuant to  a 
divorce decree in the in the following post-separation years; year 1 - $40,000; year 2 - $40,000; year 
3 - $0. Under I.R.C. §71(f), the payor would recognize alimony recapture incom e o f  $42,500 in year 
3; the payee w ould be entitled to  a deduction in year 3 o f  $42,500. The payee, however, who has 
already reported $80,000 in alimony income, would not be permitted any net operating loss carryback 
under M onfore.
Suggested Change
The proposed statutory amendment to I.R.C. §172(d)(4) would specifically provide that alimony paid 
and the recapture deduction are business deductions for purposes o f  com puting a net operating loss.
P roposal fo r A m e n d in g I.R .C . §6013(e)(4)— Regarding AGI Threshold for Innocent 
Spouse Relief
Present Law
The Tax Reform Act o f  1984 liberalized the innocent spouse joint return relief provision by expanding 
the circum stances in which the relief may be granted. Overall, these provisions are a vast 
improvement on the prior law However, there is one area o f  concern. I.R.C. §6013(e)(4) sets forth 
a gross income test for the innocent spouse rules; in essence, the current test is:
Reasons for Change
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AGI is $20,000 o r less. I f  the innocent spouse's adjusted gross incom e for the taxable year 
im m ediately preceding the date o f  mailing the notice o f  deficiency (i.e., the preadjustm ent 
year) is $20,000 o r less, relief is available if  the  understated tax  liability exceeds 10% o f  the 
preadjustm ent year AGI.
A G I is m ore than $20,000 I f  the innocent spouse's AGI for the taxable year immediately 
p reced ing  the  date o f  mailing the notice o f  deficiency is m ore than $20,000, the relief is 
available i f  the  understated tax liability exceeds 25%  o f  the preadjustm ent year AGI.
I f  rem arried. In addition, if  the innocent spouse has rem arried, the preadjustm ent AGI is 
calculated using jo in t AGI, w hether o r not the tw o  file a jo in t return  for the  year.
Reason for Change
I.R.C. §6013(e)(4) sets differing standards for innocent spouses based on adjusted gross income, thus 
punishing innocent spouses earning more than $20,000. This section holds spouses earning m ore than 
$20,000 to  a higher standard than those earning $20,000 o r less. U nder this provision, an innocent 
spouse who has earned incom e in excess o f  $20,000 is punished for this higher earned income. For 
exam ple, the  tax  for a taxpayer earning $20,100 in the preadjustm ent year w ould have to  be 
understated by more than $5,025 for any relief provisions to  apply, while a taxpayer earning $19,999 
would only need an understatem ent o f  $2,000. The current provision seem s to  imply that a spouse 
earning m ore than $20,000 per year should be m ore intelligent and should have know n better than 
to  get into a situation needing to  use the innocent spouse provisions.
Therefore, the AGI threshold o f  10% o f  adjusted gross income should apply to  all innocent spouses 
regardless o f  their level o f  income. This treats all innocent spouses equally.
The preadjustm ent incom e o f  the person seeking innocent spouse relief should not include anyone 
else's income, such as a new spouse. This is another discrim inatory provision A person applying for 
innocent spouse status should not be treated differently w hether rem arried o r single.
Section 6013(e)(4) is overly complex and can be easily simplified by eliminating subparagraphs B and 
D, and revising subparagraph A
Suggested Change
Section 6013(e)(4)(A ) should be changed as shown below, rem oving the different percentage 
calculations based on different levels o f  adjusted gross income. This change w ould eliminate the need 
for § 6 0 13(e)(4)(B).
Section 6013(e)(4)(D ) should be eliminated. This section includes the incom e o f  another spouse in 
com puting the incom e o f  the "claiming spouse" for purposes o f  determ ining the AGI threshold.
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(4) U nderstatem ent m ust exceed specified percentage o f  spouse income.
(A ) T hresho ld . Adju sted gross incom e o f  $20,000 o r less . I f  t h e spouse's adju s ted g ross 
income for the preadjustment  y e a r is $20,000 o r less. This section shall apply if  the liability 
described in paragraph (1) is g reater than 10 percent o f  adjusted gross income in the 
preadjustm ent year.
(D) Adjusted gross income o f  m ore t han  $20,000. If  t he spouse's adjusted g ro ss-incom e for 
t he p r eadjustm ent year is m ore “than $20,000, subparagraph (A )  s hall be  a pplied by 
substitut ing "25 percent ” fo r "10 p ercent ”.
(C)(B) Preadjustm ent year. For purposes o f  this paragraph, the term  ''preadjustm ent year" 
means the most recent taxable year o f  the spouse ending before the date the deficiency notice 
is mailed.
(D ) C o m put at ion o f  spouse's adjusted g ross income. I f  the spouse is m arried to anot her 
spouse at t he close o f  the preadjustment year, the spouse's adjusted gross incom e shall includ e 
the incom e of  the  new  spouse (w hether or n o t t hey file a joint  return).
(E) (C) Exceptions for om issions from gross income. This paragraph shall not apply to  any 
liability attributable to  the omission o f  an item from gross income.
5 P ro p o sa l fo r E n a c tin g  L eg isla tion— Regarding Division o f  Carryover Tax Attributes 
Incident to  a D ivorce
Present Law
There exist num erous carryovers o f  credits, losses, recapture items and suspended items which are 
presently difficult to  determine and divide when a couple, previously filing a jo in t incom e tax return, 
obtain a divorce and file separate incom e tax returns in a subsequent tax year. G uidance exists with 
respect to the division o f  som e carryover items through revenue rulings and regulations. How ever, 
numerous carryover items, and possibly some o f  the most frequently recurring items, have not been 
adequately addressed.
In those cases where guidance does exist (e g., net operating losses, capital losses) extensive tracing 
rules are required. U nder current statu tes som e carryover items have fifteen (15) year o r even 
unlim ited carryover periods. Thus, it is difficult to  trace the origin o f  the carryforw ard items, let 
alone the effect o f  utilization o r changes in these carryovers during the intervening tax years. The 
guidance which does exist w ith respect to  the apportionm ent o f  carryover items, betw een spouses 
in the event o f  a divorce, does not produce tax simplification.
The new §6013(e)(4)(A) should read:
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In the case o f  a  divorce, carryover tax attributes should be divided into tw o  groups: those which are 
dependent upon the existence o f  the property o r activity (e.g., passive activity losses, § 1245 recapture 
potential) and those which do not require the continued existence o f  the property o r activity for the 
tax  attribute to  exist (e.g ., capital loss carryover, net operating loss carryover). Those attributes, 
which require the existence o f  the property o r activity, w ould attach to  such property  o r activity and 
becom e a  tax  attribute belonging to  the  party that received the property o r activity in the  divorce. 
All o ther tax  attributes w ould be divided equally betw een the parties to  a divorce. W ith respect to  
this second class o f  tax  attributes, if  the  parties do not desire an equal division o f  each such tax  
attribute, they could agree to  a  division o f  these attributes which is not equal o r the C ourt could order 
such division. The allocation o f  these tax attributes, in a  m anner o ther than an equal division, would 
require the inclusion, in the first tax return  following the divorce, o f  a w ritten agreem ent signed by 
both  parties o r a  court decree setting forth  the unequal division.
R easons for Change
M any com pelling reasons exist to  revise the present rules regarding the carryover o f  tax  credits, 
losses and other items, as well as the application o f  characterization rules for gains and losses, in the 
case o f  property  transferred pursuant to  I.R.C. §1041. In summary, the reasons a re :
T he governm ent can be w hipsawed by taxpayers taking conflicting positions following a 
divorce;
Simplicity for the  IRS in auditing carryovers;
Due to the length o f  present carryover periods (i.e., 15 years), it is often difficult and costly 
to  apply the existing rules in tracing and dividing the carryovers and the credits;
N ot all cred its  or carryovers have published guidance regarding their division in a §1041 
transfer (i.e., alternative minimum tax credits for individuals);
The proposed means o f  dividing carryovers and credits generally will not result in their 
utilization any faster than if  still part o f  a joint return;
Carryovers and credits are equivalent to  marital property and future cash--the parties should 
be able to  divide these tax attributes in a divorce as they see their respective interests to  exist; 
and
Simplicity for all parties concerned.
In a divorce the economic unit is severed for tax purposes. The num ber o f  divorces continues 
to  increase annually in our society. The tax problem s and com plexities associated therew ith are
Proposal for Legislation
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com pounded by this increased num ber o f  divorces. Generally, a divorce can be viewed as an 
adversarial occurrence which controls the division o f  property.
In a  divorce, certain carryforw ard items, and means o f  characterizing gain o r loss, must be divided 
betw een the parties obtaining a divorce. These carryovers and characterization provisions include 
the carryover o f  tax credits (e.g., investment tax  credits, foreign tax  credits), the carryover o f  losses 
(e .g ., net operating losses, capital losses), property subject to  recaptures (e.g., §1245 property, 
§1231(c) property) and suspended items (e.g., passive losses, suspended Subchapter S losses). In 
addition  to  the  aforem entioned, o ther carryover items include deductions under §280A(c)(5) 
(vacation hom e expenses) and §163(d) (investm ent interest expense). F or the purposes o f  this 
discussion, these items will collectively be referred to  as "tax attributes." This list o f  tax attributes 
is not all inclusive.
Tax attributes can be divided into tw o  types, which for this discussion will be referred to  as "Type 
A" tax attributes and "Type B" tax attributes. Type A tax attributes are those attributes which are 
dependen t upon the existence o f  the activity o r property by which they w ere originated. As an 
example, passive activity loss carryovers generally require that the  activity o r substitute property (i.e., 
an installm ent note) be in existence in order for the carryover to  exist. Should the activity be 
terminated o r sold, the carryover item is generally deductible. This is also true  for certain Subchapter 
S carryovers, but not for all tax  attributes produced by a Subchapter-S corporation. It w ould also 
include recapture items under §§1245, 1250 and 179. Type A tax  attributes are easily identified w ith 
the  p roperty  o r activity that produced the tax attribute and can carryforw ard with the property o r 
activity w hen they are divided in a property settlement.
Type B tax attributes are not dependent upon the continued existence o f  the property or activity that 
produced the tax attribute. As an example, a net operating loss will continue to  can y  over even 
though the activity that produced the loss has been disposed o f  o r term inated. The same is true for 
capital loss carryovers and other forms o f  tax attributes. Even if the property  o r activity that 
produced the tax attribute should be in existence, the tax attribute would still be classified as a Type 
B tax attribute if  it could exist w ithout the continued existence o f  the property  o r activity.
Because Type A tax attributes are closely tied to  an activity o r property and can easily be identified 
with that property o r activity, these tax attributes should attach to  the property  in a divorce. Thus, 
passive activity losses, suspended Subchapter S losses and recapture items under §§1245, 1250 and 
179 would necessarily be attached to  the property with which they are associated. I f  a particular 
property will continue in som e form o f  jo in t ownership, the Type A attributes w ould be allocated to  
the parties in proportion to  such ownership.
Type B tax attributes may or may not be traced to  a particular piece o f  property o r an activity that 
is divided by the parties in a divorce. As such, the tax attributes do not attach to  such property or 
activity. These tax attributes would be divided equally by the parties to  a divorce, unless the parties 
enter into an agreem ent to  allocate the Type B tax attributes in a different manner. The allocation 
could also occur by court order.
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Tax attributes are the equivalent o f  marital property since they may be converted into cash through 
their utilization. Like all other marital assets o r property, tax  attributes should be subject to  division 
by the parties to  the divorce as if  the  tax attributes w ere property. H ow ever, Type A  tax  attributes 
are so closely associated w ith the property  which generated the particular tax  attribute, they should 
continue to  be associated with the property and divided in the same manner as that particular property 
is divided.
As previously noted, the  division o f  property  and tax  attributes in a  divorce occurs in an adversarial 
setting. Thus, the  division o f  tax  attributes by the parties should be considered as occurring in an 
arm 's length transaction.
From  the government's perspective, the equal division o f  Type B tax  attributes should be favorable. 
First, the division is easily audited. This w ould reduce those situations w here a party  to  the divorce 
u tilizes tax  attributes that did not actually belong to  that party under the current tracing-rules. 
Furtherm ore, the  equal division o f  the attributes will generally result in slow er utilization o f  the tax 
attributes. In some cases, a spouse may receive tax attributes which that individual will never be able 
to  utilize but which could have been utilized by the o ther spouse. As an example, a wife may receive 
half o f  the investment interest expense carryover but be unable to  use the carryover since her spouse 
received  all o f  the assets producing investment income. I f  the parties are able to  agree to  the 
a llocation  o f  the Type B tax attributes, or a court o rder allocates the tax  attributes, again, the 
governm ent is not actually injured. First, the parties will m ost likely allocate the tax  attributes to  
w hom  they w ere otherw ise attributable under the existing tracing rules. In any event, the tax 
attributes generally will be utilized no sooner than if  the parties had rem ained m arried and filed a joint 
tax return. Because divorces are adversarial by nature, the chances o f  trafficking in tax attributes are 
minimal.
This approach promotes tax simplification U nder the current procedures which exist for allocating 
certain tax attributes, one must reconstruct the carryover item from  its origin. This can at tim es be 
difficult, confusing and costly with respect to  professional fees. Because som e carryovers have 
unlimited carryover periods, or a fifteen year carryover period, the reconstruction and determ ination 
o f  carryover items can be very difficult. O ther carryover items can be very complex to  com pute and 
presently no guidance exists with respect to  the division o f  these tax attributes. As an example, the 
alternative minimum tax credit involves personal exem ptions and itemized deductions in making the 
com puta tion . It is virtually impossible to  divide the personal exem ptions and som e itemized 
deductions in recom puting the credit to  determ ine to  whom  the credit belongs. For all o f  these 
reasons, the  procedures suggested above prom ote simplicity. Simplicity is very im portant since 
divorces cut across our entire social and econom ic structure.
Finally, the division o f  Type B tax attributes could be accom plished by court o rder o r by a w ritten 
agreem ent signed by both parties In either event, to  claim the division o f  Type B attributes, other 
than equally, the party claiming an allocation o f  the Type B tax attributes, o ther than an equal 
allocation, would have to  include a copy o f  the agreem ent, o r the court order, in the  first tax return, 
filed by that party, following the divorce.
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March 2 0 , 1995
The Honorable Margaret Milner Richardson 
Commissioner o f the Internal Revenue Service 
1111 Constitution Avenue, NW 
CC:DOM:CORP:T:R (PS-55-93)
Room 5228
Washington, DC 20224
Re: Proposal for Regulatory Changes Concerning Tax Aspects 
of Divorce and Marriage
Dear Commissioner Richardson;
The American Institute of Certified Public Accountants is pleased to present for your consideration a proposal 
for regulatory changes concerning tax aspects of divorce and marriage.
The AICPA's Domestic Relations Task Force, with the support of the Individual Taxation Committee, has 
considered a number o f suggestions, and their recommendations have been approved by our Tax Executive 
Committee. In addition to these suggested regulatory changes, we have also prepared statutory proposals for 
consideration by the Congress.
Our recommendations are based on the belief that the tax law should be as unintrusive as possible in divorce and 
separation. Further, when individuals fail to make affirmative choices, the defaults imposed by law and regulation 
should be fair.
We hope you will give these proposals favorable consideration. We would be happy to meet with you or your 
stair to discuss these matters. If you have any questions, please call me at (202) 467-3004 or one of the following 
individuals: Ward M. Bukofsky, Chair. Individual Taxation Committee, at (310) 278-5850; Stephen M. Walker, 
Chair. Domestic Relations Task Force, at (505) 242-5271; or Eileen Sherr, Technical Manager, at (202) 434- 
9 2 5 6 .
Sincerely,
 
Deborah Walker 
Chair
Tax Executive Committee
DW/crs/kl
cc Willie E. Armstrong. Jr., Attorney, IRS (CC:DOM:FS:IT&A)
Nelson Crouch. IRS. Accounting Deputy Assistant (CC:DOM:CORP:l)
William A Jackson. IRS. Branch Chief (CC:DOM:IT&A:BRANCH6)
Glen Kohl. Department of the Treasury, Office of Tax Legislative Counsel 
Leslie B Samuels. Department of the Treasury, Assistant Secretary for Tax Policy
Enclosure
American Institute of Certified Public Accountants 
1455 Pennsylvania Avenue. NW. Washington. DC 20004-1081 (202) 737-6600 fax (202) 638-4512
 CPA Never Underestimate The ValueSM
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1. Proposal for Additions to Regulations under I.R .C  §§121 and 1034—Regarding 
Allocation o f  Sales Proceeds from Sale o f Principal Residence Incident to Divorce
C O M M EN TS
Rev. Rul. 74-250 indicates that the  gain from  the sale o f  a jointly ow ned principal residence by a 
d ivorced  couple will be allocated one-half to  each, irrespective o f  how  the proceeds are actually 
divided. Thus, taxability o f  proceeds will ordinarily follow legal title. The sam e result w ould occur 
fo r pu rposes o f  I.R .C. §§1034 and 121. It is thus possible for a taxpayer to  unwittingly incur a 
significant tax o r reinvestm ent requirem ent on the receipt o f  a small am ount o f  proceeds.
It is recommended that the Service promulgate a  regulation to  make it clear that the  tax consequences 
which follow from a divorced couple’s sale o f  their principal residence will be allocated in the  same 
manner in which the net sale proceeds are allocated. This would require tax consequences to  follow 
the  econom ics o f  a transaction; further, those parties w ithout com petent tax  advice w ould be 
protected from unintended tax hardship. This can be accom plished by adding new  subsections to  the 
regulations issued under I.R .C. §§121 and 1034 as follows.
Recom m endation
Add the following subsection to  both  sets o f  regulations issued under I.R .C. §§121 and 1034.
A llocation o f  sales proceeds and  basis fo r  transfers to th ird  parties incident to a  divorce. 
In the case o f  a sale or exchange o f  a principal residence jointly ow ned by spouses or form er 
spouses and (a) the net sales proceeds are allocated betw een the parties by a divorce decree 
or separation agreement and (b) the allocation is not in proportion to  record ownership o f  the 
residence, the net sales proceeds and basis shall be allocated for purposes o f  this section 
according to  the divorce decree o r separation agreem ent unless an election to  allocate sales 
p roceeds in proportion to  record ownership interests is made. "Net sales proceeds” shall 
mean the am ount realized reduced by any debt repaym ents and any custom ary adjustm ents 
(including adjustm ents for real estate taxes, utilities, or similar item s) paid from the gross 
proceeds.
Debt repaym ents shall be a reduction only to  the extent o f  acquisition and hom e equity 
indebtedness (as those term s are defined in I.R.C. section 163(h)(3)). For purposes o f  this 
section, the limitations in I.R.C. sections 163(h)(3)(B)(ii) and 163(h)(3)(C)(ii) will not apply. 
N et sales proceeds includes cash received by the parties plus cash paid to  third parties on 
behalf o f  the respective spouses (o r form er spouses). The am ount realized by each spouse 
or former spouse shall be an allocation o f  the total am ount realized in the same proportions 
as the allocations o f  net sales proceeds. Basis shall be allocated betw een the tw o  parties in 
the same percentages o f  total basis as the allocation percentages o f  the am ount realized. In 
all cases, the divorcing spouses may elect to  allocate sales proceeds in proportion to  their
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record  ownership interests. Such election shall be m ade on Form  2119 at any tim e before the 
expiration o f  the period for which an am ended return may be filed.
The provisions o f  this subsection are illustrated by the following exam ples:
Example (1): A  and B are in the  process o f  getting divorced. They jointly ow n a principal 
residence, with a basis o f  $50,000. The residence is sold fo r $200,000; selling expenses are 
$10,000; and m ortgage loans totaling 90,000 are repaid from  the gross sales proceeds. The 
parties agree that B is to  receive all but $10,000 o f  the  rem aining $100,000. In this example, 
the net sales proceeds are $100,000. 10% is allocated to  A; 90%  is allocated to  B. The 
amount realized is $190,000 which is allocated $19,000 to  A and $171,000 to  B. The basis 
will be similarly allocated; $5,000 to  A  and $45,000 to  B.
Example (2): Assum e the same facts as Exam ple (1) except that the agreem ent betw een A 
and B states that $20,000 o f  A s  legal fees and $5,000 o f  B 's credit card debts will be repaid 
from the residence sales proceeds. The remaining $75,000 will be allocated 10% to  A and 
90%  to  B. The net sales proceeds are $100,000. A s  share is $7,500 plus $20,000 (legal fees) 
or 27.5%; B's share is $67,500 plus $5,000 (credit card debts) o r 72.5% . Thus, the amount 
realized and basis will be allocated in the ratios o f  27.5%  to  A  and 72.5%  to  B.
Reason for C hange. Divorcing taxpayers w ho sell their jointly-ow ned principal residences often 
allocate net sales proceeds very differently from an equal division. Those w ho are wealthy enough 
to receive expert tax advice may be told to  re-title the house in proportion to  the division o f  the net 
sales proceeds. The proposed change is intended to  have taxability follow  econom ic results. 
Currently, a taxpayer who received m ore than 50%  o f  net proceeds will use Rev. Rul. 74-250 to  his 
o r her advantage while the other spouse may take a m ore aggressive position and report only 
proceeds received. As a result, the G overnm ent is whipsawed.
In addition, a recent case not involving a principal residence illustrates the uncertainty in allocating 
ownership o f  assets divided in divorce. In that case, the Third Circuit ordered that allocation o f  stock 
sales proceeds follow "beneficial ownership" rather than record ownership. Yonadi v. Com m issioner, 
21 F.3d 1292 (1994); 94-1 USTC par. 50,183.
This proposal would not resolve all such conflicts, but it w ould significantly reduce their number.
2. P ro p o sa l fo r C h an g es  to  T reas . Reg. §1.152-4T , Q & A  4— R egarding Revocation o f  
W aiver o f  Dependency Exem ption
Com m ents Since the 1984 revisions to  the Internal Revenue Code, §152(e)(1) provides that the 
parent who has custody o f  a child for the greater portion o f  the year will ordinarily be entitled to  
claim the dependency exem ption for such child. The custodial parent, how ever, can relinquish the 
exemption to the noncustodial parent, either perm anently or annually, by executing Form  8332. See
I. R. C. §152(e)(2)
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R eason for C hange. D ue to  the  dependency phaseout ru les enacted in 1988, the exem ption may 
prov ide little o r no tax benefit. U nder such circum stances, it is unclear w hether the noncustodial 
parent w ho has been perm anently assigned the exem ption can relinquish that exem ption back to  the 
custodial spouse. It is recom m ended that the Service modify Treas. Reg. §1.152-4T  to  perm it the 
noncustod ial parent to  agree to  a  revocation o f  the assignm ent at any time. Form  8332 w ould be 
modified to  include such a w aiver provision.
R ecom m endation. The following change is recom m ended to  Treas. Reg. §1.152-4T, Q& A 4 
(proposed changes are underlined):
Q-4. For what period may a  custodial parent release to  the noncustodial parent a  claim to  the 
exem ption  for a  dependent child? H ow  and for w hat period m ay a noncustodial parent 
entitled to  an exem ption waive the exem ption back to  the custodial spouse?
A-4. The exem ption may be released for a single year, for a num ber o f  specified years (for 
example, alternate years), o r for all future years, as specified in the declaration. I f  the 
exem ption is released for m ore than one year the original release m ust be attached to  the 
re tu rn  o f  the  noncustodial spouse and a copy o f  such release m ust be attached to  his/her 
return fo r each succeeding taxable year for which he/she claims the dependency exemption. 
I f  for any year for which the noncustodial parent is entitled to  the exem ption, he o r she wishes 
to  w aive the exem ption back to  the custodial parent, he o r she may do so by specifying a 
single year, specified years, o r all future years in a new  declaration. In that event, a copy o f  
the  declaration need not be attached to  either form er spouse’s tax return because it is 
presum ed in the statu te that the custodial spouse is entitled to  the  exemption. Further, the 
custodial parent is not precluded from releasing the exem ption again in subsequent years.
3 P roposal fo r  C h an g es  to  T em p . T reas . Reg. §1 .1041-1T (c), Q & A  9— Regarding Stock 
Redem ptions Incident to  D ivorce
C om m ents. I R C. §1041 w as enacted in 1984 essentially to  nullify United States v. Davis. 370 
U.S 65 (1962), by providing that property transfers incident to  divorce shall be tax-free. Further, 
as the Internal Revenue Service has correctly construed the intent o f  I R C. §1041 in PLR 9046004:
Under section 1041, Congress gave taxpayers a mechanism for determ ining which o f  
the tw o  spouses will pay the tax upon the ultim ate disposition o f  the asset. The 
spouses are thus free to  negotiate betw een them selves w hether the  "owner" spouse 
will first sell the asset, recognize the gain o r loss, and then transfer to  the transferee 
spouse the proceeds from that sale, or whether the ow ner spouse will first transfer the 
asset to  the  transferee spouse who will then recognize gain or loss upon its 
subsequent sale (PLR  9046004 (July 20, 1990), p .5).
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In an attem pt to  provide early guidance to  taxpayers and their representatives, the Service issued 
temporary regulations in 1984 relating to  num erous topics associated with divorce. Am ong these is 
Temp. Treas. Reg. §1 .1041-1T(c), Q & A 9, which provides:
Q -9. M ay transfers o f  property to  third parties on behalf o f  a spouse (or form er 
spouse) qualify under section 1041?
A-9. Yes. There are three situations in which a transfer o f  property  to  a third party 
on behalf o f  a spouse (or former spouse) will qualify under section 1041, provided all 
other requirements o f  the section are satisfied. The first situation is w here the transfer 
to  the third party is required by a divorce o r separation instrument. The second 
situation is w here the transfer to  the third party is pursuant to  the w ritten request o f  
the  o th er spouse (o r form er spouse). The third situation is w here the transferor 
receives from the other spouse (or form er spouse) a w ritten consent o r ratification o f  
the transfer to  the third party. .. In the three situations described above, the transfer 
o f  property will be treated  as m ade directly to  the nontransferring spouse (o r form er 
spouse) and the nontransferring spouse will be treated  as immediately transferring the 
property to  the third party. The deemed transfer from the nontransferring spouse (or 
former spouse) to  the third party is not a transaction that qualifies for nonrecognition 
o f  gain under section 1041."
A num ber o f  recent court cases, in attem pting to  interpret and apply Temp. Treas. Reg. §1.1041- 
1T (c) have arrived at conflicting conclusions. Further, Congress' intention to  permit spouses to  
determine which o f  them will pay the tax on the ultimate disposition o f  an asset, as illustrated by the 
Service in PLR 9046004, has been thwarted. W e believe certainty for taxpayers in stock redem ptions 
incident to  divorce can be re-established consistent with Congressional intent by modifying Temp. 
Treas. Reg. §1 .1041-1T(c), Q& A 9 in the m anner w e have suggested below.
Recom m endation. W e recom m end the addition o f  the following examples:
E x am p le  (1). A and B obtain a divorce in taxable year 19XX. The m arriage 
settlem ent agreem ent divides the couple's interest in X Company, a 100-percent 
ow ned closely held corporation, equally betw een A and B. The agreem ent further 
provides that the parties will cause X Company to  redeem B's stock subsequent to  the 
property division by giving B a note in payment th ereo f A is obligated to  guarantee 
X Com pany's payment o f  the note. The marital settlem ent agreem ent specifies that 
the property division settles all claims betw een A and B. The division o f  X Com pany 
stock between A and B is a transfer o f  property betw een spouses which is subject to  
the rules o f  section 1041. The subsequent redem ption o f  B's stock, however, is not 
a transaction betw een spouses and will be characterized as a redem ption betw een B 
and X Company Thus, the redemption from B will be governed by the provisions o f  
sections 301 and 302
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Example (2). C  and D  obtain a divorce in taxable year 19XX. The m arriage 
settlem ent agreem ent aw ards the couple's entire interest in Y  Com pany, a 100- 
percent-ow ned, closely held corporation to  C. The agreem ent further provides that 
D  will receive from C a note in the amount o f  X X X X  dollars to  equalize the  division.
C causes Y  Com pany to  redeem  D 's interest in its stock and assum e paym ent o f  the 
note. The aw ard o f  Y  Com pany stock to  C and the receipt o f  the  note  by D  is a 
tran sfe r o f  property  betw een spouses which is subject to  the rules o f  section 1041.
The subsequent redem ption o f  the stock from  C and assum ption o f  the note  by Y is 
on b eh a lf o f  C and is not controlled by section 1041, since C had the prim ary and 
unconditional obligation to  acquire D 's stock which w as fulfilled by Y Company.
Thus, the redem ption from  C will be governed by the provisions o f  section 301.
R easons for P roposed  Change
(1) The conflicting conclusions discussed below  will be resolved, thus providing taxpayers 
with certainty in redem ption transactions.
(2) Congressional intent will be served by permitting spouses to  determ ine which o f  them  will 
pay the tax  on the ultim ate disposition o f  an asset.
(3) The addition o f  the above tw o examples to Temp. Treas. Reg. §1 .1041-1T(c), Q & A 9 will 
m ake clear that:
(a) Taxpayers can determ ine which o f  them  will pay the tax  on the ultim ate 
disposition o f  corporate  stock, as the Service ruled in PL R  9046004.
(b) The "on behalf o f " standard requires a primary and unconditional 
obligation on the continuing shareholder to  purchase stock in order to  shift the 
tax burden to  such continuing shareholder.
(c) T axpayers can rely on the regulations and be assured o f  consistent 
treatm ent.
(4) Further, the Service would escape the inevitable deluge o f  private ruling requests which 
will undoubtedly be engendered by the Arnes’ cases.
Discussion. A division o f  closely held stock betw een spouses incident to  a divorce will be a tax-free 
transaction  pursuant to  I.R.C. §1041. A subsequent com plete redem ption o f  one spouse's stock 
following the property  division will ordinarily be governed by the provisions o f  I.R.C. §301 and 
w here applicable, §302.
Further, Temp. Treas. Reg. § 1 .1041-lT (c), Q&A 9 provides that §1041 will apply to  a transfer o f  
property to  a third party on behalf o f  a spouse (or form er spouse) w here the transfer is required by
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a d ivorce instrum ent. Based on this, the Service ruled in PL R  9046004 that the m andatory 
redemption from an ex-wife o f  stock which had been transferred to  her pursuant to  the divorce decree 
w ould be treated  as a  §1041 transfer followed by a taxable redem ption from  the ex-wife.
In its most recent pronouncem ent, PLR  9427009 (Apr. 6, 1994), the Service addressed yet another 
interspousal transfer o f  stock followed by a corporate redem ption from the transferee. The marital 
settlement agreement involved in the ruling transferred a portion o f  husband's stock to  wife, specified 
w ife w ould  seek to  have the stock redeem ed, indicated husband had no obligation w hatsoever to  
acqu ire  the  stock  o r cause the corporation to  so acquire, provided an escrow  for the payment o f  
wife's income taxes on the gain from redemption, and finally, referenced the nonapplicability o f  Temp. 
Treas. Reg. §1041-1T(c), Q& A 9's "on behalf o f  standard to  the  husband. Even though the stock 
was redeemed immediately after the execution o f  the  marital settlem ent agreem ent, the Service ruled 
that I.R.C. §1041 governed the stock transfer from husband to  wife and that wife's redem ption would 
be governed by I.R .C . §302(b)(3); com plete term ination o f  interest.
P rio r to  the enactm ent o f  I.R.C. §1041, however, many cases have held that w here there exists a 
personal and unconditional obligation on the part o f  a taxpayer to  purchase stock held by another in 
the  taxpayer's corporation and such obligation is discharged in any m anner by the corporation, 
whether by payment o f  a note the taxpayer has given to  the other party o r redem ption o f  the shares 
which the taxpayer is unconditionally obligated to  purchase, the taxpayer receives a dividend. See, 
e.g., Wall V. United States. 164 F.2d 462 (4th Cir. 1947); Louise H. Z ipp, 28 T.C. 314 (1957), a ff 'd 
259 F.2d 119 (6th Cir. 1958); R oy M. B erger, 33 T.C .M . 737 (1974); John K. G ordon. 34 T.C.M . 
437 (1975).
A number o f  recent cases have addressed the transfer-redemption transaction. C hief am ong these are 
the tw o A m es decisions: Joann C. A m es v. United States. 981 F.2d 456 (9th Cir. 1992) (Arnes I ) 
aff'g 91-1 USTC par. 50,207 (W .D. Wash. 1991), and John A m es. 102 T.C. 522 (1994) (Arnes II ) . 
B ased upon the same facts, the Ninth Circuit in A m es I and the Tax C ourt in Arnes II reached 
diametrically opposite conclusions.
The key issue in the Ames' cases was whether John Ames had a primary and unconditional obligation 
to purchase Joann's stock in their closely held corporation. The marital settlem ent agreem ent 
provided that the parties would cause the corporation (emphasis added) to  redeem  Joann's stock.
In attem pting to  apply Temp. Treas. Reg. § 1 .1041-1T(c), Q&A 9, the District C ourt held that the 
stock redemption from Joann was "on behalf o f  John, since he received a benefit from the transfer — 
the settlement o f  all future comm unity claims Joann could have asserted. Consequently, Joann was 
found to  have a tax-free §1041 transfer.
The Tax Court, on the o ther hand, in a reviewed decision held that John did not have a primary and 
unconditional obligation to  acquire Joann's stock. In refusing to  express an opinion as to  w hether the 
standard o f  "on behalf o f  the spouse set forth in Temp. Treas. Reg. §1 .1041-1T(c), Q & A 9, is the 
sam e as the primary and unconditional obligation rule, the C ourt found John did not have a
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constructive dividend. The large number o f  concurring opinions and five dissenters, coupled w ith the 
above language relating to  Q & A  9, m ake it quite evident that the "on behalf o f " standard requires 
clarification.
In G loria B la tt. 102 T.C . 77 (1994) (appealed to  6th Cir. in June 1994), the Tax C ourt on facts 
similar to  Arnes, found that a  redem ption satisfied no obligation o f  the  continuing shareholder. 
Further relief from  possible claims under marital distribution laws does not m ean a redem ption was 
"on behalf o f  the  continuing shareholder. A  concurring opinion w ent so far as to  indicate that a 
proper interpretation o f  the  regulations under I.R .C. §1041 requires that no redem ption should be 
considered "on behalf o f  the  remaining spouse unless such spouses's prim ary and conditional 
obligation to  purchase the stock is discharged.
In the final recent case, Jimmy H ayes, 101 T.C. 593 (1993), Jimmy w as obligated to  purchase his ex- 
wife Ruth's stock in their corporation. Finding that an attem pted nunc p ro  tunc o rder to  reform  the 
transaction as a  corporate  obligation w as invalid under applicable state law, the  C ourt found Jimmy 
had a constructive dividend since he had the obligation to  purchase Ruth 's stock. In H aves, the  C ourt 
did say the redem ption w as on behalf o f  Jimmy.
W e urge the adoption o f  the proposed examples to  Temp. Treas. Reg. §1 .1041-1T(c), Q & A  9.
4. P ro p o sa l fo r  C h an g es  to  T em p . T reas . R eg. §1 .1041-1T (d )— R egarding Spousal N otes 
Issued in a D ivorce
Comments. U nder Temp. Treas. Reg. §1 .1041-1T(d), there is uncertainty regarding the basis o f  a 
note, given by a maker spouse, in the hands o f  the holder spouse who has received the m aker spouse's 
no te  as part o f  a property  settlem ent in a divorce. I f  the note is sold by the holder, it is unclear 
w hether gain o r loss will result. Also, once the note has been issued by an individual to  his o r her 
spouse or former spouse, the tax consequences o f  full o r partial discharge o f  the indebtedness are not 
clear.
A dditions to  the  existing regulation, m aking use o f  the existing question and answ er form at, could 
resolve the uncertainty.
Recom m endation. W e recom m end the following addition to  Temp. Treas. Reg. §1 .1041-1T(d):
Q -x 1. W hat is the basis o f  a note issued by one spouse to  the o ther spouse under section 
1041(a)(2)?
A -x1. The transferee spouse (hereinafter referred to  as the holder spouse) has a basis in the 
no te  o f  the transferor spouse (hereinafter referred to  as the m aker spouse), pursuant to  
section 1041(b)(2), equal to  the face o f  the note. Consequently, the sale or o ther disposition 
o f  the note by the holder spouse to  a third party may result in gain o r loss to  that spouse. The 
realized gain or loss is com puted by com paring the sale proceeds to  the basis o f  the note in
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the hands o f  the holder spouse. A realized gain or loss would be a capital gain o r loss subject 
to  the applicable holding period.
Q-x2. Once a spouse (the m aker spouse) has m ade o r issued a note to  his o r her spouse or 
former spouse (the holder spouse) in a  transfer to  which section 1041(a)(2) applies, w hat are 
the  tax  consequences if  the debt is discharged in full o r in part, o r if  the debt becom es 
w orthless in the hands o f  the  holder spouse?
A-x2. The full o r partial discharge o f  a  note betw een spouses o r form er spouses, subject to  
section 1041(a), is treated  as a transfer o f  property from  the holder o f  the note back to  the 
m aker o f  the note. Accordingly, if  the requirem ents o f  sections 1041(a)(1) o r (c) are met, 
such discharge itself shall be treated as a section 1041(a) transfer and shall not result in 
d ischarge o f  indebtedness income to  the m aker under section 61(a)(12) o r a bad debt 
deduction for the holder spouse under section 166(d). F o r purposes o f  determining whether 
section 1041(c) applies to  such discharge, the guidance set forth above in Temp. Treas. Reg. 
section 1.1041-1T(b) shall apply. The foregoing is also applicable to  notes which becom e 
w orthless in the hands o f  the holder spouse.
Reason for Proposed Changes. When a note is issued by a m aker spouse to  a holder spouse incident 
to  a divorce, it is generally to  create an equal or desired division o f  the property  betw een the spouses. 
B ecause property  is not always subject to  an equal division, the issuance o f  a personal prom issory 
note is a com m on means o f  achieving the desired property division.
Questions with respect to  the taxation o f  the holder spouse arise if  the note received in a divorce is 
transferred to  a third- party. U pon the sale or disposition o f  the note, the holder spouse w ould have 
to  recognize gain to  the extent that the sales proceeds exceed the selling spouse's basis in the note. 
B ecause the note w as received by the selling spouse in a transaction to  which §1041 applied, the 
holder spouse's basis in the note should be the same as the m aker spouse's adjusted basis in the note.
I.R.C. §1041(b)(2). Since the note w as not acquired from a third-party, little authority exists with 
respect to the maker spouse's basis. The Internal Revenue Service has ruled that principal payments, 
with respect to  an installment note transferred from one spouse to  the o ther spouse, incident to  a 
divorce, are excluded from income as a transfer o f  "property" under §1041. PLR 9235026 (M ay 29, 
1992) and PLR 9123053 (Mar. 13, 1991). These private letter rulings would suggest that the maker's 
basis in his own note could be an am ount less than face. Only under these circum stances would 
§1041 (a) have to  take effect to  exclude the gain. This logic, however, is faulty. The application o f  
§ 1041 should not be necessary if the face o f  the note and the basis in the note are the same, as no gain 
or loss should result. The maker o f  a note should have a basis in his ow n note equivalent to  the face 
o f  the note.
As an example, assum e that a husband and wife entered into a  divorce decree which provided that 
their only asset, a fully paid for $100,000 residence, was to  be transferred to  the husband as his 
p roperty  and the wife was to  receive one-half o f  the equity, o r $50,000 in cash from the husband. 
The regulations would allow the husband to place a mortgage on the home to  obtain the funds needed
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to  satisfy the $50,000 obligation to  his wife. In this case, the wife has received the cash w ithout 
triggering a taxable event. I.R.C. §1041(a); Temp. Treas. Reg. §1 .1041-1T(c), Q & A  12.
Consider, however, the situation where, following the receipt o f  the cash, the wife loaned the $50,000 
back  to  the  husband in exchange for his $50,000 prom issory note. The husband then repaid the 
original third-party  lender. In this case, the wife w ould hold the husband's note w ith a full $50,000 
basis. The same result should logically be achieved if  the husband initially gave his personal note to  
the  wife in exchange fo r the  wife's interest in the residence. The basis o f  the  note, in wife's hands, 
w ould be determ ined under §1041(b)(2).
Thus, a personal note o f  one spouse, given by that spouse to  the o ther spouse, in a property 
settlem ent incident to  a  divorce, should have a basis equivalent to  its face. The holder spouse will 
not have a gain (unless the note is disposed o f  at a prem ium) on the sale o r o ther disposition o f  said 
note, but the holder spouse could incur a loss if  the note w ere disposed o f  at less than face. To treat 
the question o f  basis otherw ise w ould allow  form  to  control over substance. The note  in th e  hands 
o f  the holder spouse would be a capital asset. Thus, any gain or loss on disposition o f  the note would 
be a gain o r loss subject to  the capital gain provisions.
O nce a personal note o f  a spouse has been issued by one spouse to  the o ther spouse incident to  a 
divorce, the  m aker spouse will incur §61(a)(12) debt discharge incom e and the holder spouse will 
have a §166(d) non-business bad debt deduction, if  the debt is discharged in full o r in part. First, all 
transfers that occur within one year following the date o f  the  cessation o f  the m arriage are 
automatically incident to  divorce. Thus, the discharge o f  the  indebtedness within the one year time 
frame should com e within the scope o f  §1041 (a). See I.R.C. §1041 (c). The transfer is o f  property 
since the spouse holding the note is actually transferring all o r a portion o f  the  m aker-spouse's note 
back to  that spouse. Thus, the  discharge o f  indebtedness within one year o f  the  cessation o f  the 
m arriage is controlled by §1041(a). This code section w ould not only exclude the §61(a)(12) 
discharge o f  indebtedness incom e for the debtor spouse but w ould also deny a loss for the holder o f  
the debt which might otherw ise occur under §166(d).
If the transfer occurred more than one year after the cessation o f  the marriage, subject to  §1041 (c)(2), 
then §§61(a)(12) and 166(d) would apply unless it w ere shown that the deem ed transfer o f  the note, 
or part o f the note, back to the maker-spouse was related to  the cessation o f  the marriage. The logic 
o f  this approach is that the m aker o f  the note has been enriched beyond the intent o f  the parties or 
the court. The regulations would allow the parties to  avoid the recognition o f  income by obtaining 
a modification o r amendm ent to  a divorce decree to  extinguish all o r part o f  the  debt within six (6) 
years after the date o f  the cessation o f  the marriage. Temp. Treas. Reg. §1 .1041-1T(b), Q& A 7. 
This would bring the entire reformation o f  the note within the term s o f  I.R.C. §1041(a) and, thus, not 
only would the debt discharge income, under §61(a)(12), be excluded, but the correlative deduction 
for the holder o f  the note under §166(d) would also be denied by § 1041(a). The discharge o f  
indebtedness with respect to  a note which had been issued by one spouse to  the o ther spouse, incident 
to a divorce, should be treated as a transfer o f  property betw een the spouses subject to  §1041(a) if 
the term s o f  §1041(c) and Temp. Treas Reg §1. 1041-1T(b), Q& A 7 can be met. In all other 
situations, there exists an enhancem ent in the wealth o f  one party and a correlative decrease in the
A - 2 4
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wealth o f  the other party. Furthermore the transaction cannot be shown, o r presum ed, to  be incident 
to  the  divorce. In these cases, income should be realized pursuant to  §61(a)(12) and a deduction 
allowed under §166(d). The foregoing principles should also apply if  the  note  becom es uncollectible 
and fully o r partially worthless.
5. Proposal for Changes in Temp. Treas. Reg. §1.1041-1T(d)— R egarding Tax 
Consequences o f  Transfers o f  Partnership Interests Pursuant to  a D ivorce and Resultant Debt 
R elief
Comments. The AICPA has identified the following as a potential problem  and offers the following 
regulatory addition to  Temp. Treas. Reg. § 1041 - 1T(d). The following, as is the existing regulation, 
is in question and answ er form at. It is proposed that this addition be identified as Q& A 13 and the 
existing Q & A 13 be renum bered as Q & A 14.
Presently there exists ambiguity with respect to  the interaction o f  I.R.C. §§752(b), 752(d) and 1041. 
This interplay takes place when a partnership interest is transferred from one spouse to  the other in 
a transaction governed by I.R.C. §1041(a). The unresolved question is w hether a taxpayer 
transferring a partnership interest in this situation can incur taxable incom e as the result o f  a deemed 
distribution o f  cash, due to  debt relief The application o f  I.R.C. §752(b), and the resultant gain, does 
not require the transfer o f  the partnership interest. Thus, the gain is the result o f  a transaction 
between the partner and the partnership, not between the partner and the partner’s spouse. How ever, 
when the partnership interest is transferred in a divorce, the decrease in liabilities occurs only because 
o f  the transfer to  which I.R.C. §1041 applies.
R ecom m endation. W e recom m end the following change to  Temp. Treas. Reg. §1 1041-lT (d).
Q-13 Will a transfer o f a partnership interest under section 1041 result in income to  the 
transferor spouse as a deemed cash distribution due to  debt relief pursuant to  sections 752(b) 
and 731(a)(1)?
A -13. W hen a partnership interest is transferred by one spouse to  the o ther spouse in a 
transaction governed by section 1041, the transferor spouse will not be treated as receiving 
a distribution o f  money pursuant to  section 752(b) and section 7 31 (a)(1) o f  the Internal 
Revenue Code Transfers o f  partnership interests to which section 1041 and section 752 
apply will be treated as a transfer to which section 752(d) applies. In this case, no gain o r loss 
will be recognized upon the transfer o f  a partnership interest betw een spouses.
A -14 (Present section 1.1041 - 1T(d) A -13)
Q-14 (Present section 1 1041-1T(d) Q-13)
Reasons for Proposed Change It is well established that liabilities assum ed, o r taken subject to, in 
connection  with a sale or exchange o f  property are to  be included in the purchaser's basis and the
10
A - 2 5
seller's "amount realized." Crane v. Com m issioner 331 U.S. 1 (1947). This principle is extended to 
the partnership area through I.R .C. §752. The general principle, that debt relief o r a reduction o f  
indebtedness constitutes the receipt o f  cash for the com putation o f  gain o r loss, is set forth  in I.R.C. 
§§752(b), 752(d) and 731.
Section 752(b) provides that any decrease in a  partner's share o f  partnership liabilities will be 
considered a distribution o f  cash by the partnership to  the partner. This section, when applied with 
§731(a)(1), provides that, to  the extent that a distribution o f  cash exceeds the partner's adjusted basis 
in his partnership interest, gain will be recognized. This transaction does not require a third-party 
tran sferee  and thus, is a transaction betw een a partnership and its partner. Because no sale or 
exchange is required w ith a third-party, the  application o f  these tw o  C ode sections to  a gratuitous 
transfer o f  a partnership interest can result in gain to  the transferor partner. As an example, where 
an individual has transferred a partnership interest by gift to  a third-party, the  transferor may 
experience gain if  the  liabilities transferred exceed the basis o f  the  transferred property. See Treas. 
Reg §§11001-2(a)(1), 1.1001-2(a)(4)(i), 1.1001-2(a)(4)(iii). Yet, it is strongly suggested that the 
overall structure o f  §752 indicates that Congress did not intend §752(b) to  be applicable to  partner- 
level transfers o f  partnership interests. See M cKee, N elson & W hitmire, Federal Taxation o f  
Partnerships and Partners, 2nd Ed., Vol 2, Section 15.05(1)(c), (W arren G orham  & LaM ont, Inc., 
1990).
Section 752(d) provides that in the case o f  a "sale o r exchange o f  a partnership interest," liabilities 
shall be treated in the same m anner as liabilities in connection with the sale o r exchange o f  property 
not associated with the partnership. Regulation §1.1001-2 provides that the am ount realized from 
a sale or other disposition o f  property includes the am ount o f  liabilities from  which the transferor is 
discharged as a result o f  the sale o r disposition. This includes liabilities from which a transferor is 
discharged as the result o f  a sale or disposition o f  a partnership interest, to  the extent o f  the 
transferor's share o f  the partnership liabilities. See Treas. Reg. § 1 .1001-2(a)(4)(v) I. R.C. §1041 
prov ides that no gain o r loss will be recognized in those cases w here the transfer o f  property is 
between an individual and that individual's spouse. This will also apply to  a form er spouse but only 
if the transfer is incident to  a divorce and occurs within one year after the date on which the marriage 
ceases, or is "related to the cessation o f  the marriage." I R C .  §§1041 (a) and (c). Transfers betw een 
spouses which are subject to  §1041 are to  be treated as gifts betw een the spouses. The transferee 
spouse's basis in the property will be the adjusted basis o f  the property in the hands o f  the transferor.
I R C. §1041(b).
B ecause  §1041 treats the transfer betw een spouses as a transfer by gift, rather than a "sale or 
exchange," §752(d) by its ow n term s may not be applicable. A m ore logical approach to  §752(d), 
and the approach preferred by the Internal Revenue Service, is a broad interpretation o f  §752(d) as 
being applicable to  all transfers. M cKee, Nelson & W hitmire, Federal Taxation o f  Partnerships and 
Partners. 2nd Ed., Vol 2, section 15.05(1)(a) (W arren G orham  & LaM ont, Inc., 1990). U nder this 
approach any transfer in which there is the presence o f  liabilities is a "sale o r exchange.'' I f  liabilities 
are treated as realized under §752(d) in this context, then the transaction is bifurcated into a sale or
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exchange, to  the extent o f  the  debt relief o r decrease in liabilities, and a gift transaction w ith respect 
to  the  net equity. Id.
The legislative history relating to  §1041 o f  the Internal Revenue C ode states that "this non­
recognition rule applies w hether the  transfer is for the relinquishment o f  marital rights, for cash or 
o ther property, fo r the assum ption o f  liabilities in excess o f  basis, o r for o ther consideration and is 
in tended  to  apply to  any indebtedness which is discharged. Thus, uniform  Federal income tax 
consequences will apply to  these transfers not w ithstanding that the property  may be subject to  
differing state property laws." H .R . Rep. No. 432, 98th Cong., 2d Sess. 1492 (1984). This language 
indicates legislative intent that when liabilities associated w ith transferred property  exceed the basis 
o f  said property, no gain o r loss is to  be recognized due to  the  application o f  I.R.C. §1041.
It is also well-established that the non-recognition rule applies w hen the transfer is for the 
relinquishment o f  marital rights in exchange for cash. This should also include deemed distributions 
o f  cash. I.R .C. §752(b) trea ts the decrease in liabilities as a "deemed distribution o f  cash" to  the 
partner by the partnership resulting from  the transfer. Section 7 3 1(a) provides that in the case o f  a 
distribution by the partnership to  a partner, gain is recognized by the partner to  the  extent that the 
cash distributed exceeds the partner's adjusted basis in his partnership interest. Any gain recognized 
is to  be considered gain from the "sale o r exchange” o f  the partnership interest belonging to  the 
distributee partner. Because the deemed distribution o f  cash by the partnership to  the partner is the 
result o f  a transfer incident to  a divorce, §1041 should apply. In reality the gain is solely attributable 
to  the fact that there is a transfer o f  the partnership interest from one spouse to  the o ther spouse. The 
partnership interest is not being transferred to  the partnership but to  the  transferor's spouse. 
Therefore, §1041 is applicable.
The legislative intent o f  §1041 was to  avoid taxable gain on the transfer o f  property  betw een spouses 
incident to a divorce. Thus, if  gain is triggered by the transfer o f  property betw een spouses incident 
to  a divorce, the gain should not be recognized at the time o f  the transfer. It may be argued that a 
resultant gain w as triggered by the deemed distribution o f  cash from the partnership to  the partner; 
however, any deemed distribution o f  cash under I.R.C. §752(b) or §752(d) is the result o f  the transfer 
between spouses. The clear intent o f  Congress was to allow the tax free division or transfer o f  assets 
in a divorce. To argue that the gain was the result o f  a transaction betw een a partner and the 
partnersh ip  circum vents Congressional intent. Consequently, §1041 should control, and §752 
deemed distributions o f  cash should be the result o f  the transfer.
The Internal Revenue Service has previously ruled that when one spouse transfers a partnership 
interest with a negative capital account to  the o ther spouse, §752(b) and §731 will not be applied. 
See Private L etter Rulings 7938092 and 9250031. In PLR 7938092, the transfer o f  a partnership 
interest to one spouse was part o f  an equal division o f  comm unity property  in a divorce. This ruling 
w as prior to  the effective date o f  §1041 and the Internal Revenue Service, w ithout extensive 
explanation, ruled that the transfer did not result in a decrease in a partner's share o f  partnership 
liabilities under §752(b) or a distribution under §731(a). Legislative history also indicates that the
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in tent in enacting §1041 w as to  obtain uniform  tax  results betw een comm unity property and non­
com m unity property  states.
In PLR 9250031 (Sep. 1 4 ,  1992), the Internal Revenue Service reached the sam e conclusion. In this 
ruling, the transfer o f  a  partnership interest betw een spouses did not cause the transferor spouse to 
recognize gain. H ow ever, this ruling relies upon I.R .C. §1041 and Temp. Treas. Reg. §1 .1041-1T. 
In example A -12 o f  this regulation, the  Service found w hat it term ed to  be a situation similar to  the 
tran sfe r o f  a  partnership interest which otherw ise w ould have resulted in a  Section 752 deemed 
d istribu tion  o f  cash. In the example, the taxpayer owned property  having a fair m arket value o f  
$10,000 and an adjusted basis o f  $1,000. In contem plation o f  transferring the property, the taxpayer 
borrow ed  $5,000 from  the bank, using the property as security for the  borrow ed money. The 
taxpayer transferred to  the taxpayer's spouse the property subject to  the  liability. This transfer was 
subject to  §1041 o f  the  Code. U nder §1041, the  taxpayer recognized no gain o r loss upon the 
transfer o f  the  property  even though the  liability attached to  the  property  exceeded the taxpayer's 
adjusted basis in the property. In drawing its conclusion, the Service appears to  have looked through 
the partnership and treated the partner as the partial ow ner o f  each piece o f  partnership property and 
the partial debtor with respect to  each partnership liability. In reaching its conclusion, and application 
o f  §1041 to  determ ine that no gain o r loss w ould be recognized, the Service did not refer to  §752.
In summary, §752(d) should apply to  all transfers o f  partnership interests, w hether the  transfer is, or 
is not, literally a  "sale o r exchange." Section 752(b) should not be applied to  lateral transfers o f  
partnership interests. Legislative intent is clear that direct transfers to  a spouse are to  be non-taxable 
events. The application o f  §752(b) to  transfers, described in §1041, will circum vent the clear 
legislative intent.
P ro p o s a l  fo r  C h an g es  to  T re a su ry  R egu la tion  §1.6013-5(b)- 
Applving to  the Innocent Spouse R elief Provisions
-R egarding the Criteria
C om m ents. Regulations have not been revised since enactm ent o f  the Tax Reform  Act o f  1984, 
which changed many aspects o f  the innocent spouse relief provisions. C urrent regulations, which 
were last revised in 1974, do not give clear guidance to  taxpayers, tax professionals o r the C ourts for 
criteria to  apply in evaluation o f  innocent spouse claims, particularly under the 1984 provisions.
R eason  for P roposed  C hange. The IRS does not have a regulation project pending to  revise the 
innocent spouse  regulations to  bring them  current with the 1984 law. As a result o f  the lack o f  
regulatory guidance, there is a wide disparity o f  rulings from various courts, which have used varying 
interpretations o f  the 1984 law and old regulations in determining if  innocent spouse relief provisions 
apply. Because o f  this disparity in the various courts, the application o f  the innocent spouse 
provisions vary widely— som e court decisions are very narrow  in the application o f  the provisions, 
while o ther courts use broad interpretations o f  the provisions. M ore specific guidance needs to  be 
given in the regulations, based on the 1984 tax law changes.
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Recommendation. Treasury R e l a t i o n  §1.6013-5(b) should be revised as follows (changed language 
is underlined):
(b) Inequitable defined. In general. W hether it is inequitable to  hold a person liable for the 
deficiency in tax, within the meaning o f  paragraph (a) (4) o f  this section, is to  be determ ined on the 
basis o f  all the  facts and circumstances.
( 1) Benefit factors. In making such a determ ination a factor to  be considered is w hether the 
person seeking relief significantly benefited, directly o r indirectly, from  the [it ems om itted  from gross 
income] grossly erroneous items within the meaning o f  I.R.C. 6013 (e) (2). H ow ever, normal 
support is not a significant "benefit" for purposes o f  this determination. Evidence o f  direct o r indirect 
benefit may consist o f  transfers o f  property, including transfers which may be received several years 
a fte r the year in which the [omitted item  of inco me  should have been included in g ross incom e] 
grossly erroneous items occurred . Thus, for example, if  a person seeking re lief  receives from his 
spouse an inheritance of  property or life insurance  proceeds which are t raceable to ite ms omitted from 
gro ss incom e by his spouse,"that person will be co nsidered to  have benefited fro m tho se items ] 
a person claiming innocent spouse status will not be deemed to  have significantly benefited from the 
grossly  erroneous items o f  the o ther spouse if  the o ther spouse used the incom e to  gamble o r pay 
gambling debts, support an extramarital affair, benefit third parties, maintain separate bank accounts 
to  support a lifestyle not enjoyed by the claiming spouse, o r purchase assets not in joint name o r not 
fo r joint benefit. O ther factors which may also be taken into account, if  the situation warrants, 
include the fact that the person seeking relief has been deserted by his spouse o r the fact that he has 
been divorced o r separated from such spouse.
(2) Knowledge factors. Other factors to  be considered in determ ining w hether the innocent 
spouse had sufficient know ledge o f  the facts and circum stances underlying the understatem ent 
contested by the Internal Revenue Service include, but are not limited t o :
(a) T he general business/financial knowledge and/or experience o f  the person claiming 
innocent spouse status:
(b) The person claiming innocent spouse status' involvement in the family's business and 
financial affairs:
(c) lavish o r unusual expenditures com pared to  the family's reported  level o f  incom e:
(d) the o ther spouse's evasiveness concerning the couple's finances.
7 P ro p o sa l fo r Issuance  o f  a P ub lished  R u ling  U n d e r  I.R .C . §108(d)(3)— Regarding
D eterm ination o f  Insolvency for a M arried Taxpayer
Comments I. R.C. §108(a)(1)(B) provides that discharge o f  indebtedness incom e is excluded from 
gross income if the discharge occurs when the taxpayer is insolvent. Section 108(a)(3) provides that
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th e  excludable am ount under §108(a)(1)(B) cannot exceed the am ount by which the taxpayer is 
insolvent.
Section  108(d)(3) defines "insolvent” as the excess o f  liabilities over fair m arket value o f  assets 
determined immediately prior to  the discharge. This section, how ever, does not specify which assets 
o r liabilities are taken into consideration for determining insolvency; likewise, the B ankruptcy Tax 
A ct com m ittee reports do not clarify the issue.
Several cases provide some guidance. In C. L. H unt. T.C. Memo. 1989-335, the Tax C ourt held that 
assets exem pted from  the reach o f  creditors under state law  are disregarded for purpose o f  a §108 
determination. See also B. M arcus Estate. T.C. M emo. 1975-9; PLR  9130005 (M ar. 29, 1991); and 
PLR 9125010 (Mar. 19, 1991); all to  the same effect. The rationale supporting this conclusion is that 
exem pt assets have not been "freed up" by discharge and hence no increase in net w orth  results.
Based on the foregoing analysis, the Service ruled in PLR  8920019 (Feb. 14, 1989) that insolvency 
is determ ined  for a  m arried taxpayer based upon all assets reachable by that individual taxpayer's 
creditors. Assets belonging to  the insolvent taxpayer's spouse which are not subject to  the claims o f  
the taxpayer's creditors are excluded. The Service concluded that this result is not changed by the 
filing o f  a jo in t incom e tax  return  by the taxpayer and spouse fo r the  year o f  the discharge.
R ecom m endation . The Service, w e believe, has correctly analyzed these issues in its previously 
issued PLR  8920019, 9130005 and 9125010. W e recom m end the Service issue a published ruling 
combining and restating the facts and holdings o f  these private letter rulings to  provide a higher level 
o f  precedential value.
R easons fo r Proposed C hange. The Service and Tax Court have properly construed and applied 
I. R. C. §108 relating to  the insolvency o f  a m arried taxpayer. The policy underlying the insolvency 
exception to  discharge o f  indebtedness is based upon taxing econom ic gains; exem pt assets do not 
enhance an insolvent taxpayer's financial position after discharge.
Issues o f  asset ownership, liability for debt, and exem ption classification are all resolved based upon 
applicable sta te  law. Thus, the filing status o f  an insolvent taxpayer and spouse is not relevant to  
incom e determ ination under I R C. §108.
W e believe this issue is o f  sufficient im portance that all affected taxpayers should have definitive 
guidance upon which they can safely rely. Thus, we urge the Service to  issue a published ruling as 
described above.
8 P ro p o sa l fo r  W ith d ra w a l a n d  R ep lacem en t o f  R evenue  R u lin g  87-112— Regarding 
Recognition o f  Incom e on EE Bonds Transferred Betw een Spouses Incident to  D ivorce
Recom m endation Revenue Ruling 87-112 should be w ithdraw n and replaced.
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Reasons for P roposed C hange. In Revenue Ruling 87-112, the Service ruled that a divorce-related 
transfer o f  U .S. EE  B onds to  a form er spouse triggered recognition o f  the accrued interest on the 
bonds despite §1041(a) which provides that no gain o r loss will be recognized on a transfer o f  
property  to  a  spouse o r form er spouse ( if  the transfer to  a  form er spouse is incident to  a divorce). 
B ut the ruling w ent beyond EE  Bonds. In this ruling, the Service stated ,
Although section 1041(a) o f  the C ode shields from  recognition gain 
that would ordinarily be recognized on a sale o r exchange o f  property, 
it does not shield from  recognition incom e that is ordinarily 
recognized upon the assignment o f  that incom e to  another taxpayer.
The ruling should be withdrawn because it is contrary to  one o f  the fundam ental precepts underlying 
the addition o f  §1041 to  the Code— that a husband and wife are a  single economic unit. It is generally 
inappropriate to  tax transfers betw een spouses and the tax laws should be as unintrusive as possible 
w ith respect to  relations betw een spouses.
In addition, the  ruling ignores the nature o f  spousal rights in a marital dissolution proceeding under 
state laws. Virtually every state, w hether by comm unity property laws o r by equitable distribution 
statutes, vests each spouse with a species o f  ownership in the divisible property  upon the filing o f  a 
marital dissolution action. There are well-settled principles that state law creates legal interests and 
rights. In determining ownership o f  property, state law controls [U.S. v. M itchell, 403 U.S. 190, 197 
(1971)]. Federal law determ ines what transactions involving interests o r rights created by state law 
are taxed [M organ v. Com m issioner, 309 U.S. 78, 80 (1940)].
The facts in Rev. Rul. 87-112 specified the bonds w ere registered in the transferor's name and were 
purchased entirely with the transferor’s funds, thus implying the transferee had no ownership interest 
in the bonds under state law. W ould the holding be different if, under state law, the bonds were 
purchased  with "marital property"? Such a situation brings us right back to  Davis (370 U.S. 65 
(1962)] and its progeny, Collins "IV" [412 F.2d 211 (10th Cir. 1969)], Imel [623 F.2d 853 (10th Cir. 
1975)], M cIntosh [85 T.C. 31 (1985)] and more, where courts adjudicating a federal tax case must 
examine ownership rights under differing state laws. This is precisely the situation Congress intended 
to stop with the enactm ent o f  §1041
The Service cited Rev. Rul. 87-112 in PLR 8813023 (Dec. 29, 1987) [regarding Hazel Balding] in 
which the Service ruled that three annual payments to  a former spouse in exchange for relinquishment 
o f  marital claims against a military retirement benefit were taxable to  the recipient. The Tax C ourt 
held the paym ents w ere not  taxable under §1041(a) [Hazel Balding. 98 T.C. 368 (1992)].
Section 1041 applies to transfers o f  property, w hether real or personal, tangible or intangible (Treas. 
Reg §1 1041-lT (a), Q& A 4). "Property" is not defined in §1041 or in §7701 (definitions). Yet 
other areas o f  the Code define property for specific purposes and administrative and judicial 
definitions have evolved For example, services rendered or to  be rendered are not property [Id. and 
Treas Reg §1. 3 5 1- 1(a)(1)(i)] Patents are property [Dennis. 473 F.2d 274 (5th Cir. 1973)]. A
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carved-out oil payment right was "property;” though a pure incom e right, it did have a present value 
and was an interest in property [H.B. Zachry  Co.. 49 T.C. 73, 81 (1967)]. Thus, "property" can exist 
in many forms. The type o f  taxable incom e which w ould be recognized on a realization event does 
no t negate  the  fact that "property" exists. Incom e from  property is taxable to  the  ow ner o f  the 
property. [Helvering v. H orst. 311 U.S. 112 (1940)].
Section 1041(a) is broad and clear. N o  gain o r loss is to  be recognized. The transfer o f  a property 
interest to  a  spouse (o r form er spouse if  incident to  a  divorce) is not a  realization event. Rev. Rul. 
87-112 should be w ithdraw n and replaced.
A  draft o f  a proposed ruling is enclosed.
PROPOSED REVENUE RULING
26  C .F .R . section 1.1041- 1T; Treatm ent o f  transfer o f  property  betw een spouses or incident to  
divorce (Also sections 61, 454; 1.61-7, 1.454-1.).
The Service has reconsidered its position in Revenue Ruling 87-112 [1987-2 C.B. 207]. Revenue 
Ruling 87-112 is superseded.
Transfer o f  property between spouses or incident to  divorce. The deferred, accrued interest on U.S. 
savings bonds is not includible in the transferor's gross incom e in the taxable year in which the 
transferor transfers the bonds to  the transferor's spouse o r form er spouse in a transfer described in 
section 1041(a) o f  the Code. The transferee's basis in the bonds immediately after the transfer is 
equal to  the transferor's basis in the bonds.
Rev. Rul 95-
ISSU ES
(1) I f  a taxpayer transfers United States savings bonds to  the taxpayer's spouse o r form er 
spouse in a transfer described in section 1041(a) o f  the Internal Revenue Code, must the taxpayer 
include the deferred, accrued interest on the bonds in gross income in the year o f  the transfer?
(2) W hat is the basis in the bonds o f  the taxpayer's spouse or former spouse immediately after 
the transfer o f  bonds?
FACTS
A, an individual w ho uses the cash receipts and disbursem ents m ethod o f  accounting, held 
Series E and EE bonds with m aturity dates after 1994. The bonds w ere registered in A s  name and 
purchased entirely with A's funds. A had not elected pursuant to  section 454 o f  the C ode currently
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to  include in incom e any interest accrued on the bonds. In taxable year 1994, as part o f  a divorce 
property settlement, A transferred the bonds to B, A's former spouse. B redeem ed the bonds in 1995.
LAW  AND ANALYSIS
I.R.C. section 61(a) provides that, unless otherw ise excluded by law, gross incom e means all 
incom e from  w hatever source derived, including interest.
Under section 454(c) and Treas. Reg. section 1.454-1(a), if  a  taxpayer holds a United States 
saving bond issued at a  discount and redeemable for fixed am ounts increasing at stated intervals, the 
increase in redem ption value is includible in gross income as interest incom e for the taxable year in 
which the bond m atures, is redeem ed, o r is disposed of, whichever is earlier, unless the taxpayer 
elects under section 454 to  report this interest income in the years in which increments in the 
redem ption value o f  the  bond occur.
Rev. Rul. 55-278, 1955-1 C.B. 471 holds that interest accrued on bonds prior to  reissue to 
transferee is includible in transferor's income for the taxable year in which a gift w as made. Similarly, 
Rev. Rul 54-143, 1954-1 C.B. 12 holds that the transferor recognizes interest accrued on bond upon 
transfer o f  interest in bond to  daughter.
Section 1041(a) o f  the Code provides that no gain o r loss will be recognized on a transfer o f  
property from an individual to  (or in trust for the benefit of) (1) a spouse, o r (2) a form er spouse (but 
only if the transfer to  the form er spouse is incident to  the divorce). The effect o f  section 1041 is to  
defer the tax consequences (recognition o f  gain or loss) until the transferee disposes o f  the property.
The House Committee Report accompanying the addition o f  section 1041 to  the C ode states, 
"...in general, it is inappropriate to  tax transfers betw een spouses. This policy is already reflected in 
the Code rule that exempts marital gifts from the gift tax, and reflects the fact that a husband and wife 
are a single econom ic unit." Thus, under section 1041, Congress gave taxpayers a mechanism for 
determ ining which o f  the spouses will pay the tax upon the ultimate disposition o f  an asset. The 
spouses are free to  negotiate betw een them selves w hether the "owner" spouse will first cash in the 
bonds, recognize the accrued interest income, and then transfer the proceeds from that sale to  the 
transferee spouse, or whether the ow ner spouse will transfer the bonds to  the transferee spouse who 
will recognize all o f  the accrued interest as income upon a subsequent taxable disposition o f  the 
bonds.
T reas Reg. section 1 .454-1(a) and Revenue Rulings 55-278 and 54-143 w ere issued prior to  the 
addition o f  section 1041 to  the Code, and thus could not contem plate Congressional intent with 
respect to  transactions governed by section 1041. The subsequent statutory provision, which 
expressly governs transactions within the scope o f  section 1041, supersedes prior general authority. 
Accordingly, the rule o f  section 1 .454-1(a) o f  the regulations for dispositions o f  interest-deferred 
obligations does not apply to  transactions governed by section 1041.
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Section 1041(b)(1) o f  the Code provides that, in the case o f  an transfer o f  property described 
in section  1041(a), for purposes o f  subtitle A, the property will be treated  as acquired by the 
transferee by gift. Section 1041(b)(2) provides that, in the case o f  any transfer o f  property  described 
in section 1041(a), the  basis o f  the  transferee in the  property will be the same as the  adjusted basis 
o f  the  transferor.
H O LD IN G
(1) T he deferred, accrued interest on United States savings bonds is not includible in the 
tran sfe ro r's  g ross incom e in the taxable year in which the transferor transfers the  bonds to  the 
transferor's spouse o r form er spouse in a  transfer described in section 1041(a) o f  the Code.
(2) The transferee's basis in the bonds immediately after the  transfer is equal to  the 
transferor's  basis in the  bonds. The deferred, accrued interest as o f  the date  o f  transfer remains 
deferred, accrued interest in the hands o f  the transferee.
(3) Revenue Ruling 87-112 is superseded.
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March 21, 1995
The Honorable Margaret Richardson
Commissioner
Internal Revenue Service
1111 Constitution Avenue, N.W.
Washington, D.C. 20224
Re: Passive Activity Losses and Divorce 
Dear Commissioner Richardson:
Recently, as part of its staff training materials, the Internal Revenue Service issued its Reference Guide for Passive 
Activity Losses (Training 3149-115 (3/94) TPDS 83479V). The AICPA is writing to request your review and 
reconsideration with respect to the division of property subject to the passive loss rules, and transactions incident 
to a divorce.
We do not believe that suspended losses should be added to the basis of the property when the activity is 
transferred pursuant to I.R.C. §1041. We are of the opinion that in the case of such transfers, the undeducted 
losses and unused credits should merely carryover to the transferee spouse. To reach a conclusion other than this is 
both unsupportable and clearly contrary to the purpose and intent of §1041.
In part, the aforementioned reference guide provides as follows:
The transfer of passive activities incident to a divorce is not considered a fully taxable transaction and any 
suspended losses would not be freed-up under IRC Section 469(g). IRC Section 1041(b) states that any transfer 
of property incident to a divorce will be treated as a gift for purposes of Subtitle A (Income Taxes). Since IRC 
Section 469 is part Subtitle A. the transfer of passive activities incident to divorce would be treated as gifts and the 
losses of the "donor" spouse are added to basis. (Reference Guide for Passive Activity Losses. Training 3194-115 
(3/94) at 4-8 and 4/9)
We believe that your conclusion, that losses in this situation should be added to the basis of the activity in the 
hands of the transferee spouse, should be reconsidered based upon the discussion set forth below.
First. §1041 was added to the Code in 1984. Thus. the language of §1041(b), treating a transfer of property 
between spouses, whether or not incident to a divorce, did not contemplate §469(j)(6). which was added in 1986. 
I RC.  §469(j)(6) requires that in the case of a transfer of a passive activity by gift, the basis of the interest is to be 
increased by the amount of any undeducted passive activity losses attributable to the property.
Congressional history relating to §1041 notes that a husband and wife are a single economic unit. In 
implementing §1041. it was Congress' intent to accomplish a division of property between spouses without tax 
consequences or ramifications. At the time §1041 was drafted this could be accomplished by treating the transfer 
as a "gift" between the spouses. Section 469(j)(6) would not cany forth this intent with respect to passive 
activitics being transferred between spouses. If the Congressional intent of §1041 were to be carried out. the 
transfer of a passive activity between spouses, with undeducted passive activity losses, would merely carryover the 
undeducted losses to the transferee spouse. How an asset is titled during marriage should not affect the basis or 
income taxation of that asset w hen transferred pursuant to the terms of §1041.
Transfers of passive activities, subject to §469(j)(6). derive their basis from I.R.C. §1015. This section 
determines the basis of property which is the subject of a gift to a third party. However, this section does not 
apply to transfers subject to § 1041. See I.R.C. § 1015(e). Rather, it is specifically provided the § 1041 (a)(2) will 
determine the basis of such transfers. That section does not adjust the basis of the property, but rather provides 
that the basis shall always be the same in the hands of the transferee as in the hands of the transferor. Unlike 
§1015, if the fair market value of property transferred subject to § 1041 is less than the transferor's basis, no 
adjustment is made to lower the basis to its fair market value. See I.R.C. §1041(a)(2). When a passive activity is 
gifted to a third part y such an adjustment may be required. Senate Report Accompanying H.R. 3838 (The Tax 
Reform Act of 1986). S Rep. No. 313. 99th Cong. 2d Sess. 713-746 (1986) at 726 n. 12. This further 
emphasizes the fact that transfers between spouses, or incident to a divorce, are not to be treated in the same 
manner as gifts to third parties.
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Temp. Treas. Reg. §1.469-1T(j) also recognizes the single economic unit of a husband and wife filing a joint tax 
return. This provision treats a husband and a wife as a single taxpayer for the computation of the passive activity 
credits among one's various activities. It also treats a husband and a wife as a single taxpayer for the identification 
of disallowed passive activity deductions and credits. See Temp. Treas. Reg. §§1.469-1T(j)(1)(i) and (ii). When 
taxpayers cease to file a joint return, they are required to have separately tracked their disallowed deductions and 
credits arising with respect to their separate interests in the passive activities. Treas. Reg. §§1.469-1T(j)(2) and
(3). If, however, the ownership is determined in a transfer between spouses or incident to a divorce, the 
ownership of the activity, as determined by the spouses or by the court, should be respected. Thus, if the taxpayers 
are treated as a single taxpayer during their marriage, they should be treated as a single taxpayer for the purposes 
of the division of the activity between themselves. When the activity is divided, the ownership of the property 
should be controlled by I.R.C. §1041. Subsequently, the allocation of carryover losses and credits should be 
determined under Temp. Treas. Reg. §§1.469-1T(j)(2) and (3). Thus, once ownership is determined, the 
disallowed losses and credits are associated with the activity. Basis in such transactions is controlled by 
§1041(b)(2) and should not be affected by §469(j)(6) or §1015. At this time, regulations do not exist regarding 
the disposition of passive activities. Temp. Treas. Reg. §1.469-lT(c)(12)(iii).
The Reference Guide for Passive Activity Losses does not take into consideration the fact that §1041 applies to 
transfers from one spouse to the other spouse outside of the context of a divorce. The guide specifically directs its 
comments to transfers incident to a divorce. Transfers between spouses, not incident to a divorce, will also be 
affected by your position. Congressional intent clearly recognizes "the fact that the husband and wife are a single 
economic unit" and that the marital unit should be treated as a single taxpayer (General Explanation of the 
Revenue Provisions of the Deficit Reduction Act of 1984 (H.R. 4170). prepared by the staff of the Joint 
Committee on Taxation (December 31. 1984). pages 710-711). If transfers within the marital unit will cause the 
capitalization of suspended losses, this intent will be circumvented. Your position creates traps for the unwary 
when performing estate planning or transferring passive activities within the marital unit for other reasons. We 
believe this to be an unintended result which requires your reconsideration.
Finally, it should be noted that §469(j)(6) was intended to prevent trafficking in unused passive loss deductions.
A transfer within, or the division of. a single economic unit differs from a transfer to a third party by gift. In the 
case of a divorce, the transfer takes place in an adversarial setting. This can not be construed as a transfer that 
"traffics" unused passive losses. It is respectfully requested that this difference also be recognized.
Furthermore, we suggest that a regulation addressing this matter be promulgated; we would be happy to offer 
assistance in drafting such a regulation.
The AICPA and its membership appreciates your consideration of this matter. We hope that you are able to 
appreciate the distinctions drawn in this request and that you will revise the position taken in your audit guide.
We hope you will give these proposals favorable consideration. We would be happy to meet with you or your staff 
to discuss these matters. If you have any questions, please call me at (202) 467-3004 or one of the following 
individuals: Ward M. Bukofsky . Chair. Individual Taxation Committee. at (310) 278-5850; Stephen M. Walker, 
Chair. Domestic Relations Task Force, at (505) 242-5271; or Eileen Sherr. Technical Manager, at (202)
4 3 4 -9 2 5 6
Deborah Walker 
Chair
Tax Executive Committee 
DW/ERS/kl
cc Leslie B. Samuels. Department of the Treasury , Assistant Secretary 
William Jackson. IRS. Branch Chief (CC;IT&A:BR6)
Claire Toth. IRS. Chief Counsel (CC:DOM:P&Sl: l )
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July 2, 1996
H onorable M argaret M ilner Richardson 
Com m issioner o f  Internal Revenue 
Internal Revenue Service 
P.O . B ox 7604, Ben Franklin Station 
W ashington, D .C . 20044
Attn; CC; C O R P:T :R :ITA  (Branch 4), Room  5228
Re: Comments in Response to Notice 96-19 on Divorce Taxation Issues
D ear Com m issioner Richardson;
Enclosed are an original and eight (8) copies o f  the American Institute o f  Certified Public 
A ccountants’ com m ents in response to  the above referenced notice. The com m ents w ere developed 
and approved by the Individual Taxation Com m ittee and also approved by our Tax Executive 
Committee.
As w e continue to  examine issues in the divorce taxation area, w e anticipate additional suggestions. In 
particular, we are planning on submitting, by the end o f  August, further detailed com m ents regarding 
aggrieved spouses, administrative changes, abusive transaction treatm ent, transition issues, and 
comm unity property  issues (including responses to  items D. and E. in N otice 96-19).
W e would be pleased to  discuss these com m ents with you o r your staff. You may contact one o f  the 
follow ing: m e at (202) 467-3004; W ard Bukofsky, Chair o f  our Individual Taxation Com m ittee at 
(310) 278-3850; or Eileen Sherr, AICPA Technical M anager at (202) 434-9256.
Thank you for the opportunity  to  provide these comments. W e look forw ard to  discussing these ideas 
with you.
Sincerely,
Deborah W alker
Chair,Tax Executive Com m ittee
cc Robert H. (Buff) Miller, Acting D eputy Tax Legislative Counsel for Regulatory Affairs, 
Treasury Departm ent
Chris Rizek, A ttorney Advisor, Office o f  Tax Legislative Counsel, T reasury D epartm ent
Joel Rutstein, A ttorney, IRS
John Staples, Assistant to the Commissioner, IRS
American Institute of Certified Public Accountants 
145 Pensylvani  Avenue. NW. Washington. DC 20004-1081 (202) 737-6600 fax (202) 638-4512
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Developed By:
Individual Taxation Committee 
Domestic Relations Working Group
W ard M. Bukofsky, Individual Taxation Com m ittee Chair 
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Dan Nem es 
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and
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Comments on Notice 96-19
Study of Joint Tax Returns and Community Property Issues 
For Divorced and Separated Taxpayers 
July 2 ,  1996
AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS
GENERAL COMMENTS
W e are  pleased to  present these com m ents on behalf o f  the American Institute o f  Certified Public 
Accountants (AICPA) in response to  N otice 96-19. The A ICPA  represents over 320,000 Certified Public 
Accountants. The A ICPA  supports statutory and regulatory changes that are based on both fairness and 
simplicity. The A ICPA  is also in favor o f  m easures that p ro tect taxpayers’ rights. W e have previously 
stated in our detailed legislative and regulatory recom m endations dated M arch 1995 (copy attached) and 
th ree  in terest related regulatory recom m endations dated January 1996 (copy attached) many o f  our 
concerns regarding equal and fair tax  treatm ent o f  divorced and separated spouses. As part o f  the IRS 
d ivorce tax  study, w e urge the IRS to  consider the comm ents below, as well as our M arch 1995 
recom m endations for improving the entire divorce taxation area.
D ue to  the  high divorce rate in this country, the current inequitable divorce taxation rules affect a large 
percentage o f  taxpayers, many o f  whom  do not have sophisticated tax advice available to  them. For 
obvious reasons, these taxpayers are not com m unicating well w ith each other, nor functioning well as one 
unit. Tax filing is further com plicated for separated taxpayers, w ho still qualify for filing jo in t tax returns. 
M any tim es separated taxpayers file joint tax returns because the total tax  liability on the jo in t return is 
less than the total tax liability on tw o married filing separately tax returns, w ithout considering the joint 
and several liability standard. In addition, the innocent spouse rules are ineffective for many aggrieved 
spouses. The governm ent's involvement in divorce and separation m atters should be as unintrusive as 
possible.
Examinations and Collections
B oth spouses should be notified and involved in examinations o f  jo int tax returns. This is one area that 
needs further study as there may be notification issues for both divorcing taxpayers and the IRS. The IRS 
should consider the appropriate steps to  take in contacting both spouses early in the examination process 
o f  a joint return. W e support procedures that require, at the initiation o f  an examination, the absent spouse 
to acknowledge by signature whether the other spouse may, or may not, represent the absent spouse. Since 
the IRS probably will not know  about a separation or divorce, the spouses may need to  notify the IRS o f  
their separated status or divorce and how  they can be contacted, similar to  notifying the IRS o f  an address 
change by filing a Form  8822, Change o f  Address. Perhaps Form  8822 could be modified for such 
purposes. Additionally, legislation may be required to  ensure that disclosure laws are changed to  provide 
adequate information to  the divorced spouse in comm unity property states.
C urrently, as described in the AICPA testim ony before the H ouse Com m ittee o f  W ays and M eans 
Subcom m ittee on Oversight at the M arch 24, 1995 hearing on taxpayer bill o f  rights legislation, often a 
divorced spouse is not aw are that a liability has been created in an exam ination process w here the other 
spouse was the party examined, as in a situation w here one individual has a Schedule C, Profit o r Loss 
from Business (Sole Proprietor). Yet, after the assessm ent is made, the IRS will attem pt to  collect the tax
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from  either party. I f  the  taxpayers are divorced o r separated and now  live in different regions, or even 
different districts, collection efforts often only occur against the spouse living in the area o f  the IRS office 
assigned the collection case, even though the distant spouse may be the source o f  the liability. The root 
o f  the  problem  is in the  exam ination procedures that do not (but should) require both spouses to  be 
involved in an audit.
W e are pleased to  see (in Announcem ent 96-5, item 7, 1/5/96) the IRS adm inistrative adoption o f  a rule 
allowing the IRS to  notify one spouse o f  collection activity against the o ther spouse with regard to  a joint 
re tu rn  liability, and amending the Internal Revenue M anual to  provide uniform procedures for such 
notifications. The disclosure o f  collection activities to  divorced spouses is an im provem ent to  the current 
situation.
In addition , due to  the jo in t and several liability that exists today, many divorced individuals avoid 
contacting the IRS in hopes that the money will be collected from  the o ther spouse, o r in fear that they will 
have to  pay the entire balance once they com e forw ard. This new  adm inistrative change will help- -  
allocating the liability (as discussed below ) w ould be better.
In n o ce n t S pouse  R ules
T he p resen t innocent spouse rules are statutorily too  narrow  -- many aggrieved spouses do not qualify 
under the current innocent spouse rules, but should be granted re lief V ery few aggrieved spouses qualify 
as an innocent spouse due to  knowledge requirem ents that imply that virtually all m iddle-incom e o r higher 
income taxpayers “knew  o r should have know n” all financial m atters. This know ledge standard typically 
ignores the “division o f  duties” concept still prevalent and enjoyed by countless family units.
The innocent spouse rules need a com plete overhaul. At a minimum, as w e state in our legislative and 
regulatory detailed proposals (enclosed) and in specific comm ent C. below, if  the  current jo in t and several 
liability system is retained, the innocent spouse rules need to  be modified, and w e refer you to  the 
suggested  specific recom m endations in this area. Furtherm ore, an allocated liability standard (as 
d iscussed below ) — w here know n tax liabilities are fixed at the time o f  filing and unknow n liabilities are 
fixed at divorce — w ould reduce (or eliminate) the need for innocent spouse provisions.
A lternatively, if  the allocated liability standard is rejected, further consideration should be given to  
eliminating jo in t tax returns and developing a rational, individual separate tax  return filing system for all 
taxpayers.
A llocated  L iab ility  S ta n d a rd
W e suggest an allocated liability standard as a replacem ent to  the jo in t and several liability standard. A 
system  that allows the know n (reported) tax liability to  be allocated betw een the spouses at the time o f  
filing with each spouse’s percentage o f  liability to  be clearly stated on the face o f  the return (above the 
signatu re  line o r part o f  the tax liability line on the Form  1040), and any unknow n tax liability (e.g., 
liabilities o ther than those already reported  on returns) to  be allocated betw een the spouses at the  tim e o f  
d ivorce (sim ilar to  every o ther liability o f  a married couple in the divorce process) w ould im prove the 
fairness and equity o f  the system, as well as im prove the speed and equity o f  the collection process. 
D efau lts  could  be built into the system to  allocate the liability differently if  there has been undue
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manipulation of the rules, step transactions or fraud (including disposition or allocation of marital assets). 
We will provide at a later date more detailed comments on abusive situations and possible procedures, as 
well as possible transition rules for treating tax liabilities that arise from a year prior to the effective date 
of an allocated liability standard.
R eten tion  o f  th e  joint tax return — allocation o f  the liability. U nder this approach to  the allocation o f  a 
know n tax  liability, the spouses w ould determine their respective allocation percentages o f  the total 
liability reflected on the jo in t return. The determ ination w ould be at the taxpayers’ discretion. I f  the 
taxpayers did not w ant to  be burdened with determining a specific allocation based on a detailed 
incom e/deduction analysis, they could agree on any general allocation percentage, o r not determ ine an 
allocation at all. I f  no allocation is chosen, the default allocation w ould be 50/50. It w ould be in the 
spouses’ best interest to  agree to  the liability allocation at the  tim e o f  filing and clearly state their 
allocation percentages on the face o f  the return. Furtherm ore, withholding, estimated, and other tax 
payments could be allocated in a  similar way. The IRS w ould have the authority to  reallocate in situations 
w here there is undue m anipulation o f  the rules, step transactions, o r fraud. This approach is referred to 
as the “allocated liability standard” throughout the rest o f  our comments.
U nknow n liabilities could be allocated primarily by the divorce decree and separate maintenance 
agreement. I f  the divorce decree or separate maintenance agreement is silent on this m atter, the percentage 
allocation o f  the unknow n liability w ould be the same as the percentage allocation o f  the  know n liability 
on the  retu rn  filed for the tax year in question. Absent any indication in the divorce decree/separate 
m aintenance agreem ent o r on the tax return, the allocation w ould be 50/50. It w ould be in the spouses’ 
best interest to  agree to  the  unknow n liability allocation in the divorce decree/separate maintenance 
agreem ent. Any situation involving undue manipulation o f  the rules, step transactions, o r fraud would 
invalidate these allocations and the IRS w ould have the authority to  reallocate.
In summary, the allocated liability standard suggested above w ould set the allocation o f  the known liability 
at the time o f  filing and the unknown liability at the time o f  divorce, with adequate backup procedures and 
safeguards for abusive situations. These m ethods w ould most likely eliminate, o r substantially reduce, the 
problem s associated with the unfair results and ineffectiveness o f  the current innocent spouse rules, and 
w ould ultim ately provide simpler and m ore equitable rules concerning the tax aspects o f  divorce and 
separation.
Separate tax returns. An alternative to  the allocated liability on a jo int return w ould be to  allow individual 
tax liability to  be calculated on a separate return for each spouse. This approach could eliminate or 
m itigate the m arriage penalty (and filing status concerns) assuming that the rate/bracket structure is 
modified so that there is one filing status and, therefore, only one set o f  tax brackets/rates that apply to  all 
taxpayers. In addition, this approach w ould allow the IRS to  deal with only one individual at a tim e and 
w ould eliminate the frequent confusion involving social security num bers o f  taxpayers who m arry and 
divorce. While a separate return approach would result in a m ore precise allocation o f  the liability, we 
recognize that in adopting such a system there w ould be inherent adm inistrative com plications and burdens 
for both the IRS (increased num ber o f  returns to  be processed and examined) and practitioners/taxpayers 
(additional inquiries and schedules). Therefore, further study regarding separate returns is needed.
As part o f  any study considering changing the system o f  liability allocation, w e suggest that, in evaluating 
w hether joint and several liability should be retained, the IRS consider w hether jo int and several liability
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may, in some cases, actually be a hindrance to  collection since som e spouses may be inclined to  delay the 
collection process in the hope that the o ther spouse will ultimately pay the tax.
SPECIFIC COMMENTS
T he rem ainder o f  our com m ents focus on the specific questions m entioned in N otice 96-19, which are 
reproduced in bolded print below.
A. Replace the joint and several liability standard with a proportionate liability standard.
A proportionate liability standard would hold each spouse liable for only that portion 
of the tax attributable to a joint return that relates to that spouse’s contribution to the 
aggregate joint return tax liability of both spouses. Please comment on the effects of 
changing the current joint and several liability standard to a proportionate liability 
standard, particularly as it would affect divorced and separated taxpayers.
As indicated  on page 3, an allocated liability standard w ould be an equitable improvement 
ov er the  current jo in t and several liability standard, w ithout increasing the administrative 
burden o f  either the IRS o r taxpayers. W e suggest an allocated liability standard w here the 
tax  liability w ould be allocated betw een the spouses based on their agreem ent rather than a 
m athem atically calculated proportionate liability standard. W e believe an allocated liability 
standard w ould be better than a proportionate liability standard because there w ould be no 
analyses required to  determ ine the breakdow n (unless the taxpayers chose to  do such 
analyses).
W e anticipate, that for the vast m ajority o f  m arried taxpayers, the  allocated liability standard 
w ould  not increase their compliance burden because they likely will either not respond to  
the optional allocation question on the tax return o r simply respond with a 50/50 allocation 
since they probably view them selves as an equal partnership o f  a single econom ic unit. For 
the  rem ainder o f  m arried taxpayers, the determ ination o f  the allocation w ould be based on 
an arm s length negotiation o r analysis undertaken by the taxpayers, not by the IRS. The 
“com plexity” and “administrative burden,” if  any, would be voluntary. Therefore, the 
responses to  questions 1-6 below focus on an allocated liability standard rather than a 
proportionate liability standard. W e also note that our alternate proposal o f  separate return 
filings w ould resolve the issues o f  either proportionate or jo in t and several liability.
1.
Comments on the following issues would be particularly helpful:
How would such a system work if the former spouses are not cooperating with one 
another, or with the Service, regarding their respective shares of the tax liability?
As sta ted  in the allocated liability standard section above, if  the liability is  know n and the 
spouses are not cooperating with each other, the allocation o f  liability w ould be determined 
on the tax return. I f  no allocation is on the return, a default allocation o f  50/50 w ould be 
used The IRS could reallocate in abusive situations.
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I f  the liability is unknown and the spouses are not cooperating w ith each other, the allocation 
w ould  be based on what is stipulated in the divorce decree or separate maintenance 
agreem ent. I f  the divorce decree/separate m aintenance agreem ent is silent on this matter, 
the  default w ould be the known liability allocation stated on the return for the year in 
question. I f  the  allocation is not stated on the return for that year, then a 50/50 allocation 
w ould be used. The IRS could reallocate in abusive situations.
2. Would a proportionate liability standard allow taxpayers to take undue advantage of 
the tax system interspousal property transfers, particularly in view of the 
nonrecognition of gain on such transfers under section 1041?
An allocated liability standard would not allow taxpayers to  take undue advantage o f  the tax 
system  because spouses typically negotiate their divorce decree/separate maintenance 
agreem ent (and w ould negotiate their tax return liability allocation) at arms length. 
H ow ever, the IRS w ould retain the right to  reallocate the liability if  there is undue 
manipulation o f  the rules, step transactions, o r fraud. Further details on possible reallocation 
procedures will be submitted at a later date. W e note that there may be an increase in 
collections due to  fairer, simpler rules.
3. Under a proportionate liability standard, how would the Service trace assets and 
allocate deductions and credits between the spouses to determine each spouse's correct 
tax liability and to collect amounts due in the most efficient manner possible?
Under an allocated liability standard, the Service w ould not need to  trace assets and allocate 
deductions and credits betw een spouses to  determ ine the correct liability; rather the 
allocation w ould be determ ined on the return for known liabilities o r in the decree/separate 
m aintenance agreem ent for unknown liabilities. Since the IRS would know from the 
allocation which spouse to  collect the specific funds from, the need to  trace assets w ould be 
removed, which should lead to  a m ore efficient collection process. A ssets w ould only need 
to  be traced in the (hopefully few) cases involving abuse o f  the system.
4. Would a proportionate liability standard create burdensome filing requirements by 
requiring additional schedules or columns for reporting the items attributable to each 
spouse, such as those on some state income tax returns?
An allocated liability standard would not create burdensom e filing requirem ents because 
additional schedules and colum ns for reporting the items attributable to  each spouse would 
not be necessary. The taxpayer would not be required to  file any additional schedules 
show ing how the allocation percentages were derived. H ow ever, at the option o f  the 
taxpayer, detailed schedules could be com puted and retained for reference.
Regarding the allocation o f  unknown liabilities, perhaps a filing should be required to  report 
the percentage allocation from the divorce, similar to  Form  8379, Injured Spouse Claim and 
Allocation These forms would qualify for electronic filing. O ur com m ents above regarding 
notification o f  divorce status and addresses o f  both spouses for examination purposes may 
also be relevant here and may need further study.
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If a proportionate liability standard is adopted, what changes would be necessary to the 
current rules concerning communications with taxpayers, examinations, assessments, 
collections, payments and refunds of tax, penalties and interest?
I f  an allocated liability standard is adopted, m inor changes w ould be needed concerning 
com m unications w ith taxpayers, examinations, assessm ents, collections, payments and 
refunds o f  tax, penalties and interest, in order to  ensure that the p roper spouse w as contacted 
fo r the  p roper allocated amount. The IRS w ould com m unicate with the appropriate 
spouse(s) pertaining to  the appropriate allocated am ount(s) due. This extra burden would 
result in the proper person being contacted about the proper amount.
W e note that the IRS changed the com m unication rules recently to  ensure both spouses are 
notified o f  all collection activities. The IRS can already contact both  spouses, so the change 
w ould be that the  com m unication w ould now  include an allocated am ount for each spouse. 
Regardless o f  the liability standard, both spouses should be notified o f  all m atters concerning 
communications, examinations, assessments, collections, paym ents and refunds, interest, and 
penalties.
Absent, o r prior to, the adoption o f  an allocated liability standard, the IRS should pursue 
enhanced adm inistrative procedures in the area o f  aggrieved spouses. The IRS should 
develop internal procedures relating to  collection that would call for “patience and restraint” 
w hen IRS agents attem pt to  collect from the “appropriate party” so as to  avoid, w henever 
possible, unfairly burdening the “w rong” spouse. The IRS should m ake every effort to  first 
collect from the spouse responsible for the liability, as opposed to  first attem pting to  collect 
from the spouse easiest to  contact and with the m ost liquid and accessible assets. This may 
require patience on the part o f  the IRS, but may resolve many o f  the aggrieved spouse 
situations and would result in the proper person paying the liability.
How would adoption of a proportionate liability standard affect state, local, and other 
tax systems?
A doption o f  such an allocated liability standard would not significantly affect state, local, 
and o th e r tax systems. Presently, 44 states (including the District o f  Columbia) impose 
individual income taxes, and eight states presently calculate taxes on a separate basis. M any 
s ta tes  do not rely on the federal tax calculations, and many states impose their own tax 
system  different from the federal system.
Specifically, if  separate federal returns are filed, the federal incom e and deduction am ounts 
could  be easily combined for combined state return filings, and duplicated for the separate 
s ta te  return  filings. On the other hand, if  joint federal returns are filed, the income and 
deduction amounts could be duplicated for joint state return filings, and for the separate state 
return filings, the taxpayer could (with the sta tes’ approval) either use the allocated am ounts 
from  the federal return o r the am ounts derived under the current system.
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W ith respect to  state tax  collection m atters, it w ould be up to  each state to  consider an 
allocated liability standard o r continue w ith their present system.
B. Base the respective spouses' tax obligations and liabilities on the terms of a divorce
decree, separation agreement, or other property settlement.
Please comment on the effects of basing the respective spouses' tax obligations and 
liabilities on the terms of a divorce decree, separation agreement or other property 
settlement.
B asing the respective spouses’ tax obligations and liabilities on the term s o f  a divorce 
decree, separation agreem ent, o r o ther property settlem ent w ould only apply to  unknown 
liabilities. In such a case, the allocation would be fair and simple. All o ther liabilities o f  a 
d ivorce are  allocated according to  the divorce decree, and the strength o f  the state laws 
w ould add to  the collection o f  federal tax.
In particular, please comment on the following:
1. Would the Service be required to be a party to divorce or separation proceedings? If 
not, how could the interests of the government be represented in such cases?
This would not require the IRS to  be a party to  divorce proceeding. Rather, the interests o f  
the government could be represented in such cases by the arm s length negotiations that occur 
under s ta te  law  and the default provisions. In addition, the IRS w ould retain the right to  
reallocate the liability if  there is undue m anipulation o f  the rules, step transactions, o r fraud. 
W e no te  that there already is precedent concerning the Service relying on divorce decrees 
in the areas o f  alimony and exemptions.
2. What rule would apply if the divorce decree or separation agreement did not provide 
for allocation of tax liability?
As stated above, if  the divorce decree o r separation agreem ent does not provide for 
allocation o f  the unknow n tax liability, the tax allocation (for know n liabilities) on the tax 
re tu rn  in question would be used, and if  no allocation w as determ ined, a 50/50 allocation 
default would be used, which would be equitable in most divorce cases.
3. How would this proposal affect those spouses less able to influence the terms of a 
divorce decree or separation agreement (e.g., because of limited financial or legal 
resources)?
Those spouses less able to  influence the term s o f  a divorce decree o r separation agreement 
w ould  not be adversely affected by this system because any situations involving 
m anipulations o r under-reporting o f  tax  liability by one spouse w ould be categorized as an 
abusive situation whereby the IRS would be allowed to  reallocate liability based on the facts 
and circumstances. Also, where inadequate legal representation o f  both parties results in the 
divorce decree/separation agreement being silent on this m atter, the defaults (i.e., back to  the
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re tu rn  and then to  50/50 allocation), should pro tect the spouses and w ould be better than 
under the current rules.
Reform the innocent spouse provisions.
Under the current joint and several liability standard, please comment on the specific 
requirements of sections 66 and 6013(e), particularly with respect to divorced and 
separated taxpayers.
W e refer you to  the com m ents above concerning innocent spouse rules, as well as both our 
M arch 1995 legislative (pages 4 and 5) and regulatory (pages 13 and 14) recom m endations 
concerning section 6013(e).
Are there situations in which the innocent spouse provisions do not function in an 
appropriate manner? Describe these situations.
As w e stated above in our com m ents on innocent spouse rules, there are many situations in 
w hich the present innocent spouse provisions do not function in an appropriate manner. 
Since the rules are based on adjusted gross incom e levels and tw o  different standards (i.e., 
the incom e and know ledge standards), they are not fair and many truly aggrieved spouses 
are  not allow ed relief The current presum ption that taxpayers “ should have know n” 
effectively eliminates the vast majority o f  taxpayers from  successfully qualifying as an 
innocent spouse and receiving the appropriate re lief The access to  innocent spouse relief 
should  be expanded and simplified. In addition, the facts and circum stances should be 
considered w hen determ ining innocent spousal relief
As stated  in our M arch 1995 legislative proposal, I.R.C. section 6013(e)(4) is overly 
com plex and sets differing standards for innocent spouses based on the level o f  adjusted 
gross income, thus punishing innocent spouses with adjusted gross incom e (A G I) o f  m ore 
than $20,000. This section holds spouses with AGI in excess o f  $20,000 to  a higher 
standard than those with AGI o f  $20,000 or less. For example, the tax for a taxpayer with 
AGI o f  $20,100 in the preadjustment year would have to  be understated by m ore than $5,025 
(i.e ., m ore than 25 percent o f  AGI) before the taxpayer could qualify for innocent spouse 
relief, while a taxpayer with AGI o f  $20,000 w ould only need an understatem ent o f  $2,001 
(i.e., m ore than 10 percent o f  AGI) to  qualify for innocent spouse relief
W e note that section 6013(e)(4) can be easily simplified by eliminating subparagraphs B and 
D, and revising subparagraph A as stated on page 6 in our M arch 1995 legislative proposal. 
Section 6013(e)(4)(A ) should be changed to  rem ove the different percentage calculations 
based on different levels o f  adjusted gross incom e and apply the 10 percent o f  AGI 
th resho ld  to  all aggrieved spouses regardless o f  their level o f  AGI. This change would 
eliminate the need for section 6013(e)(4)(B).
Further, the preadjustm ent income o f  the person seeking innocent spouse relief should not 
include anyone else's income, such as a new  spouse. This is another discriminatory 
provision. A person applying for innocent spouse status should not be treated  differently
8
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w hether rem arried o r single. Section 6013(e)(4)(D ), which includes the incom e o f  another 
spouse in com puting the income o f  the "claiming spouse" for purposes o f  determ ining the 
AG I threshold, should be eliminated.
A ny situations involving m anipulations o r under-reporting o f  tax  liability by one spouse 
should  allow  relief to  the  o ther aggrieved spouse, and should allow the IRS to  step in and 
reallocate liability based on the facts and circumstances. W e note  that an allocated liability 
o r separate return  standard w ould significantly reduce the need for these rules.
Are there situations in which expanded innocent spouse relief could be abused by 
taxpayers seeking inappropriate relief? If so, what limitations would prevent such 
abuses?
Expanded innocent spouse relief might be abused in only a few  limited situations, and in 
th o se  cases, the  IRS should have the right to  not apply the innocent spouse relief rules. 
Those cases might involve undue m anipulation o f  the rules, step transactions, o r fraud. The 
re lie f  gran ted  to  those truly in need, but excluded by the present innocent spouse rules, 
should outw eigh the limited abusive situations.
Are there changes to the Service's administrative practices that should be made with 
respect to the innocent spouse provisions?
There are several changes to  the Service’s administrative practices that should be made with 
respect to  the innocent spouse provisions. W e will provide further com m ents on this in our 
later submission.
An administrative change that could be implemented now  to  help many divorcing and 
separated spouses (not just innocent spouses) is to  amend Form  1040-ES, Estim ated Tax for 
Individuals. The form should provide for tw o am ount fields so that the taxpayers can 
allocate the payment to  each spouse’s account w hen they are filing jo in t incom e tax returns. 
This would be very useful for those years during which a divorce o r separation occurs. The 
A ICPA  discussed this suggested change with the IRS Tax Form s Developm ent Com m ittee 
on June 3, 1996, and included this suggestion in the AICPA 1996 Recom m endations for the 
Revision o f  Tax Form s and Publications, submitted to  the IRS on June 25, 1996.
In addition, as discussed in A.5. above, regardless o f  liability standard, the IRS should 
pursue enhanced administrative procedures in this area o f  aggrieved spouses.
Further limit the income-splitting effect of Poe v. Seaborn in community property 
jurisdictions.
Please comment on the effects of Poe v. Seaborn in favor of some form of income 
tracing, such as in section 879, particularly as it would affect divorced and separated 
taxpayers.
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Poe V. Seaborn  holds that, in m ost comm unity property states, the  incom e o f  both spouses 
is considered com m unity property  and each spouse m ust report half o f  the  to tal incom e on 
each o f  their respective tax returns. This 50/50 split is the general rule in the eight 
com m unity  property  states. This 50/50 split o f  each incom e item on the return is very 
com plex and burdensom e on taxpayers, practitioners, and the IRS.
W e suggest that the requirem ents o f  Poe v. Seaborn  should be m odified for the following 
reasons;
■ In practice, incom e splitting is not followed in the vast m ajority o f  divorce cases.
■ Professional fees required to  properly split all incom e and deductions are inordinately 
high. Further, it is unlikely that taxpayers can comply w ithout the service o f  a 
professional tax preparer.
■ In many o f  the  cases ou r m em bers have experienced, the overall am ount o f  tax is not 
changed very much.
The allocated liability m ethod stated above w ould reduce many o f  the  problem s and issues 
associated  with the comm unity property sta tes’ incom e splitting rule. The spouses could 
ag ree  on th e  allocation o f  liability rather than deal w ith the  specific item s o f  income. W e 
will continue to  review  this area and submit further comments.
In addition to  income splitting, allocating estim ated tax paym ents and withholdings presents 
an even larger problem. It also appears that this is an adm inistrative problem  for the IRS. 
F o r example, if  true splitting is followed, a party ’s withholding will be allocated equally 
from the beginning o f  the year up to  the time o f  the divorce. This requires filing the original 
W -2 w ith the return o f  the employee and a copy thereo f with that o f  the non-em ployee 
spouse along with an explanatory schedule depicting the allocation that w as made. W e have 
found that, in many cases, the IRS is unable to credit the am ounts to  the proper party. Thus, 
a simplified mechanism is needed in order to  accom plish the desired allocation o f  payments.
W ith regard to  incom e and deduction splitting, section 879 appears to  be a good place to  
start. Additional guidance w ould be required regarding the allocation o f  deductions for the 
portion  o f  the year in which the parties w ere married. Ideally, parties should be perm itted 
to  agree  to  allocate deductions in any way they see fit so long as double deductions are 
avoided.
T he follow ing questions m entioned in N otice 96-19 will be responded to  in our future 
submission.
Would this proposal present the same issues as those raised above with respect to 
proportionate liability? Why or why not?
How would this proposal work if the divorced or separated taxpayers live in different 
jurisdictions with different property laws?
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Would further limiting Poe v. Seaborn affect the assets or income of a divorced or 
separated spouse that could be collected to satisfy the federal income tax liability of 
each spouse?
Limit the amount of community property subject to collection actions.
Please comment on the effects of limiting the amounts of community property that is 
subject to collection actions to satisfy the separate tax liabilities of one of the spouses 
that arose before the couple's marriage.
Would this proposal require changes to state or federal law? 
What specific changes, if any, would be required?
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INTEREST EXPENSE LEGISLATIVE RECOMMENDATIONS
I. Executive Summary
U nder current law, an individual taxpayer m ust allocate interest expense am ong six possible 
categories (not including interest which must be capitalized); business (including passive), investment, 
qualified residence (acquisition related), qualified residence (hom e equity), personal, and interest 
attributable to  acquiring o r carrying tax-exem pt securities (§ 265). The determ ination o f  the 
treatment o f  an individual’s interest expense is often difficult both because o f  the num ber o f  possible 
categories and the complexity o f  the allocation methods.
In addition to  the complexity o f  the current system, which results in som e degree o f  noncom pliance 
(whether o r not intentional), it is susceptible to  m anipulation by sophisticated taxpayers, is difficult 
to  adm inister by the IRS, is unfair in the sense that the same type o f  interest expense may be 
deductible by one taxpayer but not another, and may encourage uneconom ic behavior.
W e attempted to  devise a legislative alternative to  the  current system which w ould be fairer, simpler, 
easier to  administer, and less susceptible to  manipulation.
This Legislative Proposal reduces the num ber o f  categories o f  individual interest expense from  six 
to  three:
1. Qualified Residence Interest Expense (related to  acquisition indebtedness and hom e equity 
interest only to  the extent used to  substantially im prove the home).
2. B usiness Interest Expense (including passive interest and hom e equity interest to  the extent 
used for business expenditures).
3. Pool Interest Expense - includes w hat is now  investment interest, personal interest, hom e 
equity  interest (to  the extent not used to  substantially im prove the hom e or for business 
expenditures), and interest attributable to  acquiring or carrying tax-exem pt securities.
The characteristics o f  pool interest expense are as follow s:
1 It w ould  be deductible as an individual itemized deduction to  the  extent o f  net investment 
income (N II, as currently defined) plus a standard allowance (N).
2. T he excess o f  pool interest expense over N II plus N  w ould be eligible to  be carried over to  
future years.
3 Home equity interest expense, other than on debt related to  the substantial im provem ent o f  the 
home or business expenditures, would be afforded a five-year transition rule to  ease the burden 
o f  reclassifying it from qualified residence interest expense to  pool interest expense. Basically, 
in addition to  N II, the taxpayer w ould be allowed the greater o f  (a) a declining percentage o f  
grandfathered hom e equity interest expense, o r (b) the standard allow ance (N).
4. Tax-exempt investment incom e w ould be a direct reduction o f  pool interest expense available 
for deduction.
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Advantages
1. The proposal simplifies the current structure by reducing the num ber o f  categories o f  interest 
expense, thus reducing the compliance burden, as well as the m otivation and ability to  “gam e” 
the system  by m anipulating the allocation o f  interest am ong the various categories.
2. Since m oney is fungible, there is no logical reason for not allowing a deduction for personal 
interest expense when a taxpayer has taxable investment incom e o f  an equal o r g reater amount. 
The proposal cures this illogical result by allowing a deduction for pool interest expense to  the 
extent o f  net investment incom e plus a standard allowance. This rem oves the possible 
m otivation to  sell, solely for tax  purposes, incom e-earning assets to  pay dow n personal debt.
3. Including interest expense on hom e equity debt in the pool (o ther than debt used to  improve 
the residence, which w ould continue to  be deductible as qualified residence interest expense, 
or debt traceable to  business expenditures, which w ould continue to  be deductible as business 
interest expense) enhances the equitable treatm ent o f  taxpayers by treating all personal interest 
the same, w hether the debt is secured by a personal residence o r not. This levels the playing 
field am ong hom eow ners with sufficient equity in their homes, hom eow ners w ithout such 
equity, and non-hom eow ners, w ithout diminishing the m otivation to  purchase o r im prove a 
hom e since interest on acquisition indebtedness w ould continue to  be separately deductible. 
T hose w ho have relied on hom e equity interest w ould hopefully have a relatively painless 
transition given the transition rule and the standard allowance am ount (N), which w ould ideally 
cover the vast majority o f  taxpayers with hom e equity loans.
4. The am biguities and lack o f  compliance with respect to  existing section 265 w ould be 
eliminated since net tax-exem pt investment income would be a direct reduction o f  the pool 
interest expense available for deduction.
5. The proposal may discourage the uneconom ic and sometim es risky behavior o f  borrow ing 
against one’s hom e to pay personal expenses simply because the interest is deductible.
6. The proposal may encourage savings since pool interest expense w ould be deductible to  the 
extent o f  net investment income plus the standard allowance am ount (N); the greater the net 
investment income, the greater the interest expense deduction.
7. The proposal eliminates some o f  the present complex differences betw een qualified residence 
interest expense for regular tax and home m ortgage interest expense for alternative minimum 
tax.
Advantages and Disadvantages o f the Proposal
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D isadvantages
1. T he p roposal w ould cause m ore people to  itemize their deductions and w ould require those 
w ho already itemize to  go  through additional calculations to  determ ine the am ount o f  pool 
interest expense deductible. These changes could be perceived as additional complexity.
2. The proposal contains a  transition rule w ith respect to  interest expense on hom e equity debt. 
Transition rules generally add complexity in the  periods in which they apply.
3. The proposal may encourage consumer borrow ing since a portion o f  personal interest expense 
may becom e deductible.
4. U nused pool interest expense (am ounts in excess o f  net investment incom e plus the standard 
allowance am ount (N )) w ould be carried over to  future years until utilized, which could be 
perceived as additional complexity.
5. T he provision relating to  the treatm ent o f  net tax-exem pt investment incom e (i.e., net tax- 
exem pt investm ent incom e w ould reduce the am ount o f  pool interest expense available for 
deduction) may have an unsettling influence on debt m arkets since it may in som e cases be 
som ew hat m ore difficult for an investor to  readily com pare the after-tax yield o f  a taxable 
security  to  a tax-exem pt security. This w ould affect only the population o f  individuals with 
both net tax-exem pt incom e and pool interest expense.
6. T he provision relating to  tax-exem pt investment incom e may cause com plications on state 
incom e tax returns since federal and state tax-exem pt investment incom e am ounts are often 
different. This would affect only the population o f  individuals with both net tax-exem pt income 
and pool interest expense.
7. The proposal could be politically difficult if  perceived as anti-hom eow ner due to  the change in 
treatm ent o f  hom e equity interest.
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II. Basic Proposal
Present Law
W ith the enactm ent o f  the  Tax R eform  Act o f  1986, determining the deductibility o f  interest under 
the Internal Revenue Code has become an inordinately complex chore. U nder present law, individual 
taxpayers are required to  determ ine the type o f  interest expense incurred to  determ ine if  they have 
deductib le o r non-deductible interest. Extrem ely com plicated tracing rules are used to  allocate 
individual interest expense am ong six interest categories (not including interest which must be 
capitalized); business (including passive), investment, qualified residence (acquisition related), 
qualified residence (hom e equity), personal, and interest attributable to  acquiring o r carrying tax- 
exem pt securities (§ 265).
Correctly determining the type o f  interest subjects taxpayers to  difficult questions o f  allocation , and 
the sheer m agnitude o f  record keeping required can be overwhelming.
The many statutes, regulations, and accompanying rulings serve only to  mystify rather than to  clarify. 
It has been found that the short term  effect o f  this condition is to  frustrate  both the legitimate 
com pliance attem pts o f  taxpayers, as well as the administrative efforts o f  the governm ent. In the 
longer term, the inability to  comprehend and apply the rules may lead to  contem pt of, and disrespect 
for, our unique self-assessment system.
In general, the current interest deduction rules are overly complex, have inconsistencies, and result 
in inequitable treatm ent. They provide many traps for the unwary, while allowing opportunities for 
m anipulation by other taxpayers. The rules often lead to  either unfair tax consequences or 
uneconom ic behavior by individual taxpayers.
Suggested Change
The proposal would reduce the total individual interest expense categories to  three -- business, 
qualified residence acquisition indebtedness, and pool interest expense. The existing rules for 
business (passive and active) interest expense and qualified residence interest expense (as it applies 
to  acquisition indebtedness) would rem ain. The proposal would create a pool for all o ther types o f  
interest expense. The pool o f  all o ther interest expense would consist o f  w hat is currently defined 
as: investment interest expense, home equity indebtedness interest expense (o ther than am ounts used 
to  substantially improve the home or used for business expenditures), and personal interest expense. 
Taxpayers would deduct from the total amount o f  the pool their net tax-exem pt investment interest 
income. Pool interest expense, as defined above, would only be deductible to  the extent a taxpayer 
has net investment income (N II) plus a standard allowance am ount (N). The standard allowance 
amount (N) w ould be an adjustable num ber (that would only be adjusted at m ost every three years, 
taking into account inflation), derived based on revenue and policy needs (possibly a num ber in the 
$3,000 to  $7,000 range) N II would not be less than zero. Pool interest expense in excess o f  the 
current year deduction limit would be able to  be carried over to  future years until utilized. The IRC
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section 68(c)(2) investm ent interest exception to  the overall 3%  limitation on itemized deductions 
w ould be expanded to  include pool interest expense.
Pass-through entities w ould no t be affected by this proposal, and w ould continue to  report interest 
expense (e.g., related to  debt-financed distributions, as discussed in N otice 89-35, 1989-1 C.B. 675) 
to  the  individual partners/shareholders, w ho w ould then apply the proposal rules. U nder the 
proposal, there  w ould be no alternative minimum tax  adjustm ent for qualified residence interest 
expense.
This proposal would be effective for all interest expense paid o r accrued after the enactm ent date (i.e., 
the loan dates w ould not m atter).
R eason for Change
The proposal simplifies the current com plicated structure by reducing the num ber o f  categories o f  
in terest expense, thus reducing the compliance burden and the ability o f  individual taxpayers to  
m anipulate the  interest allocation rules. The proposal w ould also encourage individuals to  enter 
transactions based only on econom ic, and not tax, purposes. The proposal w ould discourage the 
uneconomic and sometimes risky behavior o f  borrowing against one’s hom e to  pay personal expenses 
simply because the interest is deductible. The proposal enhances the equitable treatm ent o f  taxpayers 
by treating all personal interest the same, w hether the debt is secured by a personal residence o r not. 
This levels the playing field am ong hom eow ners with sufficient equity in their hom es, hom eow ners 
w ithou t such equity, and non-hom eowners. In addition, the com plicated section 265 tax-exem pt 
income rules would be easier for taxpayers to  understand and adhere to, and for the IRS to  administer 
and enforce.
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III. Home Equity Transition Rules
Present Law
U nder present law, taxpayers are entitled to  deduct "qualified residence interest" which is paid or 
accrued during the taxable year on both their acquisition indebtedness and hom e equity indebtedness 
w ith respect to  any qualified residence.
H om e equity indebtedness is defined as any indebtedness (o ther than acquisition indebtedness) 
secured by a qualified residence, provided the amount o f  indebtedness does not exceed the fair m arket 
value o f  the  residence, reduced by the am ount o f  acquisition indebtedness w ith respect to  such 
residence. Further, the am ount o f  any hom e equity indebtedness for any period shall not exceed 
$100,000 ($50,000 in the case o f  a separate return for a  m arried individual).
Suggested Change
In general, home equity interest expense would no longer be deductible as qualified residence interest 
expense, but would be included in the pool. Exceptions would be; 1) interest expense on hom e equity 
debt used to  substantially im prove the home, and 2) interest expense on hom e equity debt traceable 
to  business expenditures (under the existing tracing rules). Any such hom e equity indebtedness in 
existence at the date o f  enactment would be classified as "Grandfathered H om e Equity Indebtedness" 
(GHEI). The pool interest expense for the first 5 years w ould be deductible to  the extent o f  N II plus 
the  greater o f  the standard allowance am ount (N) o r a declining am ount o f  interest expense on 
GHEI (100%  o f  interest expense on G H EI for year 1, 80%  o f  interest expense on G H EI for year 2, 
60%  o f  interest expense on GHEI for year 3, 40%  o f  interest expense on G H EI for year 4, 20%  o f  
interest expense on GHEI for year 5, and 0%  o f  interest expense on G H EI for year 6 and thereafter). 
Pool interest expense in excess o f  the current year deduction limit would be able to  be carried over 
to  future years until utilized
Reason for Change
Including interest expense on hom e equity debt (o ther than interest expense on am ounts borrow ed 
to  im prove the residence, which would continue to  be deductible as qualified residence interest 
expense, or for business expenditures, which w ould continue to  be deductible as business interest 
expense) in the pool interest expense enhances the equitable treatm ent o f  taxpayers by treating all 
personal interest the same, whether the debt is secured by a personal residence or not. This levels the 
playing field am ong hom eow ners with sufficient equity in their homes, hom eow ners w ithout such 
equity, and non-hom eow ners, w ithout diminishing the m otivation to  purchase or im prove a home 
since interest on acquisition indebtedness w ould continue to  be separately deductible. Those who 
have relied on home equity interest expense would hopefully have a relatively painless transition given 
the transition  rule and the standard allowance am ount (N), which w ould ideally cover the vast 
majority o f  taxpayers with hom e equity loans.
Regarding home equity interest expense, statistics (from  the C enter for Financial Services Studies - 
U V A  M cIntire School o f  Com m erce) show that the average hom e equity line is about $35,200.
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H ow ever, the  average am ount o f  the hom e equity line in use is only about $21,600. U se o f  hom e 
equity lines in 1994 w ere as follows;
H om e E quity Line 1994 U sage
D ebt Consolidation 30%
H om e Im provem ent (Q R I) 22%
A uto & O ther m ajor purchases 14%
Business 7%
Investm ent 6%
Education 8%
M edical, V acation and all o ther 13%
Total (note: 29%  w ould not be in the pool, 71%  in the pool) 100%
As can be seen above, 78%  o f  all home equity funding is used for other than hom e im provem ent, with 
7%  used for business. Assum ing a 10% interest rate, the average hom e equity interest expense is 
abou t S 2 ,160 annually. Since the characteristics o f  hom e equity debt are substantially similar to  
personal in terest, it is appropriate to  treat this as a pool item, but allowing a reasonably generous 
transitional rule so that individuals locked into hom e equity loans can adjust their finances.
A ccord ing  to  statistics from  the C enter for Financial Services Studies - U V A  M cIntire School o f  
Commerce, the average age o f  a home equity loan is about five years. Accordingly, it is believed that 
five years is an appropriate  transition period.
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IV. Tax-Exempt Interest Proposal
Present Law
U nder section 265, a taxpayer is not allowed a deduction for interest expense allocable to  income 
which is exempt from federal income taxes. The regulations under this section and Rev. Proc. 72-18 
generally  provide rules fo r allocating debt betw een such investment and o ther activities o f  the 
taxpayer.
Suggested Change
Interest expense associated with tax-exempt securities w ould be included in the pool interest expense 
available for deduction. H ow ever, such pool interest expense am ount w ould be reduced by net 
investm ent incom e from  all tax-exem pt securities owned by the taxpayer. F o r example, if  an 
individual had $3,000 o f  pool interest expense and $1,000 o f  net investment incom e from tax-exem pt 
securities, the individual would only be able to  deduct a maximum o f  $2,000 o f  pool interest expense.
Reason for Change
Section 265 and related guidance provided by Treasury have created much controversy. As a result, 
compliance with these rules is inconsistent am ong taxpayers who borrow  to  finance tax-exem pt 
securities. Further, it is unlikely that taxpayers w ho incur debt for o ther expenditures routinely 
consider the impact o f  rules that require an allocation o f  such debt to  the “carrying” o f  tax-exem pt 
securities. Clearly, in these situations, it can never be determined with any certainty the true 
m otivation for incurring debt; and it is likely that there are occasions when the intent o f  the law is 
ignored and form over substance dictates the tax treatm ent.
By including all investment interest expense (including interest related to  tax-exem pt securities) in 
the  pool, the taxpayer w ould not be required to  apply com plicated portfolio allocation rules 
prescribed under section 265. The proposal resolves the current conflict betw een the interest tracing 
rules under section 163 and the “carrying” o f  tax-exem pt securities rules under section 265.
In addition, a reduction o f  the pool interest expense am ount by net tax-exem pt investment income 
provides a mechanism for accomplishing Congress’ intent that interest to  carry tax-exem pt securities 
should not provide a tax benefit. This reduction is much easier to  adm inister than the current 
com plicated  rules o f  section 265. It also eliminates the need to  choose am ong various alternative 
allocation techniques that may have an arbitrary relationship to  the actual econom ic m otivations o f  
the taxpayer.
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January 23, 1996
The Honorable Margaret Milner Richardson 
Commissioner o f the Internal Revenue Service 
1111 Constitution Avenue, NW, Room 5228 
CC:DOM:IT&A:BRANCH 5 
Washington, DC 20224
Re; Proposal for Regulatory Changes Concerning Interest Expense 
Dear Commissioner Richardson;
The American Institute o f Certified Public Accountants is pleased to present for your consideration a proposal for 
regulatory changes concerning interest expense.
The AICPA's Interest Expense Task Force, with the support of the Individual Taxation Committee, has considered a 
number of questions raised by the interest expense regulations and has recommended changes in a number of instances. 
Their recommendations have been approved by our Tax Executive Committee.
Our recommendations are based on the belief that the tax law should be both simple and equitable in all areas, but 
particularly so in an area as pervasive as the interest deduction area. Moreover, heightened understanding of our tax 
laws will improve both the level of taxpayer compliance, as well as ease the IRS's job of tax administration.
We hope you will give these proposals favorable consideration. We would be happy to meet with you or your staff to 
discuss these matters.
If you have any questions, please call me at (202) 467-3004 or one of the following individuals; Ward M. Bukofsky ,  
Chair. Individual Taxation Committee, at (310) 278-5850: William T. McDermott. Chair. Interest Expense Task Force, 
at (804) 344-6006; or Eileen Sherr. Technical Manager, at (202) 434-9256.
Sincerely,
Deborah Walker 
Chair
Tax Executive Committee
DW /ers/kl
cc David Craw ford. IRS, Branch C hief (CC:D O M :IT& A ;BRA N C H 5)
John Fischer, IRS. A ttorney, (C C :DO M .IT& A .B RA N C H S)
Glen Kohl, Departm ent o f  the Treasury, Office o f  Tax Legislative Counsel 
Leslie B Samuels. Departm ent o f  the Treasury, Assistant Secretary for Tax Policy
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R eg . §§ 1 .163-8T (c)(1) a n d  ( j) (1) -- P ro p o sa l fo r  ad d itio n s  to  reg u la tio n s  fo r  p r im a ry  
re lian ce  on  secu ritiza tio n
R e g a rd in g : A llocation  o f  d e b t &  in te re s t expense
CO M M EN TS
Under R eg. § 1.163-8T, the  IRS provides com plex rules that prescribe how  a taxpayer should 
"trace" deb t proceeds and therefore the related interest expense. M any practitioners and 
taxpayers think that not only are these rules overly complex, but they provide many traps for 
the unw ary while allowing opportunities for m anipulation by o ther taxpayers.
It is recom m ended that the  IRS modify Reg. § 1.163-8T to  allow for interest to  be allocated 
primarily by securitization. This w ould not only simplify the system, but reduce the ability for 
m anipulation.
R E C O M M EN D A TIO N
Add the following subsections to  regulations issued under I.R.C. section 163 (new  language 
is underlined)
Reg. § 1.163-8T(c) A llocation  o f  d e b t a n d  in te re s t expense.
(1) A llocation  in accordance with debt security. Debt is allocated in accordance with the 
asse ts  used  to  secure the debt if  the requirem ents o f  subparagraph (A )  are met, and, 
except as provided in paragraph (m) o f  this section, interest expense accruing on such 
debt during  any period is allocated to  these assets in the sam e m anner as the debt is 
allocated from tim e to  tim e during such period.
(A) Security requirement. An asset will be considered used to  secure a debt only if  the 
debt is secured debt (as defined in (B) below ), and the asset is acquired by the 
taxpayer within the period beginning 30 days before and ending 30 days after (“the 
time limitation” ) the receipt o f  debt proceeds.
(B) Secur e d  Debt.
(i) For purposes o f  this section, the term  "Secured Debt" m eans a debt that
(a) M akes the  interest o f  the debtor in the asset specific security for the 
payment o f  the debt, and
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(b)  U nder which, in the event o f  default, the asset could be subjected to  the 
satisfaction o f  the debt.
A debt will not be considered to  be secured debt if  it is secured solely by 
virtue o f  a  lien upon the general assets o f  the taxpayer o r by a security 
interest, such as a  mechanic's lien o r judgment lien, that attaches to  the 
property w ithout the consent o f  the debtor.
(ii) I f  the security interest is limited to  a prescribed maximum am ount o r portion o f  
the asset, and the average balance o f  the debt exceeds such am ount o r the value 
o f  such portion, such excess shall not be treated  as secured debt for purposes 
o f  this section.
(C) Excess debt proceeds. I f  the acquisition cost o f  an asset used to  secure a debt is 
less than  the proceeds o f  the debt, the excess proceeds will be allocated to  other 
expenditures o f  the taxpayer according to  paragraph (c).
(D ) B inding  contract. An asset will be considered as acquired by the taxpayer if  a 
binding contract has been executed by the taxpayer,
(E )  Time limitation.
A taxpayer who fails to  satisfy the time limitation will nevertheless be deemed to  
have satisfied the test if  the  taxpayer:
(1 )  M akes a bona fide loan application within 45 days before o r after the date o f  
the expenditure and.
(2 )  Ultim ately receives the loan proceeds with respect to  such application.
A bona fide application may include the application to  a lender o r a subsequent 
application to  another lender should the original application be denied.
I f  the taxpayer satisfies these requirem ents, the borrow ed funds for each loan may 
be deem ed to  be expended on the date o f  said loan application and, therefore, 
allocated to  said expenditure
(2) A llocation in accordance with use o f  proceeds. [Form er Reg. § 1 .1 63-8T(c)(1) starts 
here and the rem ainder o f  the regulation is renum bered accordingly.]
Reg § 1.163-8T(j) R ea lloca tion  o f  d e b t --
(1) Debt allocated to capital expenditures, (i) Time o f  reallocation. Except as provided in
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paragraph (j)(2) o f  this section, debt allocated to  an expenditure properly chargeable to 
capital account with respect to  an asset (the “first expenditure” ) is reallocated to  another 
expenditure on the earlier o f  --
(A ) The date on which proceeds from  a disposition o f  such asset are used for another 
expenditure; o r
(B ) The date  on which the character o f  the first expenditure changes (e.g., from  a 
passive activity expenditure to  an expenditure that is not a passive activity 
expenditure) by reason o f  a  change in the  use o f  the  asset w ith respect to  which the 
first expenditure w as capitalized. , or
(C ) The date on which substitute assets are used as security for an existing loan, if  the 
assets are purchased within the period beginning 30 days before and ending 30 days 
a fte r receipt o f  the proceeds from the disposition o f  the  assets originally used as 
security.
R E A SO N  FO R  CH A N G E
The tracing rules o f  Reg. § 1.163-8T are overly complex. H ow ever, complexity is ju st one o f  
the concerns o f  practitioners and taxpayers. M any practitioners believe that the tracing rules 
are inconsistent, inequitable, and a trap  for the unwary, while at the sam e time, allowing room  
for manipulation by sophisticated taxpayers. For example, depending on the sophistication o f  
the taxpayer, taxpayers can plan their economic events to  take advantage o f  the interest expense 
allocation  rules. I f  a taxpayer buys a personal autom obile and finances the car with a 
conventional auto  loan, the interest would be considered personal interest and therefore, 
nondeductible. However, if the taxpayer paid cash for the autom obile and later borrow s funds 
using the  auto  as security, then if  the taxpayer puts the loan proceeds in an interest bearing 
checking account, by tracing the proceeds o f  the loan into an “investm ent,” the taxpayer would 
now  have deductible investment interest expense (subject to  the investm ent interest expense 
lim itations). Thus, a taxpayer w ho is sophisticated and has resources, can plan activities to  
convert nondeductible interest into deductible interest.
Reg. § 1 .163-8T and the underlying tracing rules should be modified. In lieu o f  the tracing 
rules, interest expense should primarily be allocated based upon a securitization approach.
In order to reduce the opportunity for taxpayers to  m anipulate these rules, securitization would 
only apply when the funds are used to  acquire the asset being used to  secure the debt. In other 
w ords, if  existing assets are used as security for new  loans, o r if  the loan is unsecured, the 
securitization approach should not apply, and the interest expense w ould be allocated pursuant 
to  the existing tracing rules (as modified herein).
It is recognized that, due to  the complexities o f  the everyday business w orld, assets may be
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acquired  using available cash reserves and shortly thereafter used as security for loans. 
Conversely, funds are borrow ed but the assets are not acquired immediately. A "window 
period" surrounding the date an asset is acquired should be used to  determ ine w hether the asset 
being secured w as "acquired" w ith these borrow ed funds.
2. Reg. §§ 1.163-8T(c)(3)(i) and (ii) — Proposal for additions to regulations
Regarding: Examples of third party financing
C O M M EN TS
R eg  §§ 1.163-8T(c)(3)(i) and (ii) discuss allocation o f  debt w here the proceeds are not 
distributed directly to  the  borrow er. Some examples are needed to  clarify this area.
REC O M M EN D A TIO N
R eg §§ 1.163-8T(c)(3)(i) and (ii) should be amended to  add the following examples (new 
language is underlined) :
(3) Allocation o f  debt; proceeds not disbursed to borrower. (i) Third party financing. I f  a 
lender disburses debt proceeds to  a person other than the borrow er in consideration for 
the sale or use o f  property, for services, o r for any other purpose, the debt is treated for 
purposes o f  this section as if  the borrow er used an am ount o f  the debt proceeds equal 
to  such disbursem ent to  m ake an expenditure for such property, services or other 
purpose.
Exam ple 1
Taxpayer T  purchases an automobile and uses the dealer's financial services to  finance the 
purchase. The dealer arranges for a loan to  T  from Bank B. B disburses the proceeds o f  
the loan directly to  the auto  dealer. The bank loan will be treated  as used to  acquire the 
automobile. The auto may be personal, investment, o r business property  depending upon 
its use The interest on the loan will be personal, investment, o r business depending on 
the classification o f  the auto as business, investment, or personal
(ii) Debt assumptions not involving cash disbursements. I f  a taxpayer incurs o r assumes 
a debt in consideration for the sale or use o f  property, for services, o r for any other 
purpose, o r takes property subject to  a debt, and no debt proceeds are disbursed 
to  the taxpayer, the debt is treated for purposes o f  this section as if  the taxpayer 
used an am ount o f  the debt proceeds equal to  the balance o f  the debt outstanding 
at such time to  make an expenditure for such property, services, o r o ther purpose.
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Exam ple 2
T axpayer F acquires a parcel o f  raw  land for consideration o f  $20,000. H e pays the 
o w ner $10,000 and assum es the seller’s obligation under a no te  for $10,000, which is 
owed to  a third party. The proceeds o f  the  note assum ed by F will be treated  as used to  
m ake an expenditure for the acquired property. The interest on the  loan will be business, 
persona l, residence ( if  it o therw ise qualifies under the § 1.163- 10T regulations), or 
investm ent interest depending upon the purpose for which the property  w as acquired.
R E A SO N  FO R  CH A N G E
These am endm ents are offered to  clarify the provisions o f  Reg. §§ 1.163-8T(c)(3)(i) and (ii).
Reg. § 1.163-8T(c)(4)(iii)(B) — Proposal for changes to regulations
Regarding: The criteria applying to the deduction of interest expense —
supplemental ordering rules and an example of multiple accounts
CO M M EN TS
There is no statu tory  basis for using 15 days in presum ing the o rder o f  expenditures from  an 
account. Taxpayers should have m ore tim e to  treat expenditures as being m ade from  debt 
proceeds previously deposited into an account. F or example, 30 days w ould be m ore 
appropriate to  insure that taxpayers do not get trapped by timing irregularities -  with respect 
to  the use o f  debt proceeds intended for certain purchases. C ircum stances outside o f  the 
taxpayer’s control may prevent satisfaction o f  the aforem entioned tim e limitations.
F urtherm ore, in som e instances it may be appropriate to  trace a disbursem ent to  debt even 
where the disbursement precedes receipt o f  the debt proceeds. Thus, w here a taxpayer applies 
for a loan, m akes the purchase (e.g. to  lock in a bargain price) and then receives the proceeds 
o f  the loan, tracing may be appropriate. In N otice 89-35, 1989-1 C.B. 675, the IRS modified; 
(1) the 15-day rule to allow direct tracing for any expense m ade within 30 days before or after 
a cash deposit, and (2) "the account” to  “a n  account” .
Also, example 1 under Reg. § 1.163-8(T)(c)(4)(iii)(B) suggests that the  use o f  multiple 
accounts can be used to  extend the time for associating borrow ed funds with an expenditure.
R EC O M M EN D A TIO N
Reg. § 1.163-8T(c)(4)(iii)(B) should be revised as follows (new  language is underlined, deleted 
language is st ruck o u t).
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(B). E xpenditures w ithin 30 days before or 15 days a fter deposit o f  borrowed funds. The 
taxpayer may treat any expenditure m ade from  an account within 30 days before o r 15 
days after ("the time limitation")  debt proceeds are deposited in an account as m ade from 
such proceeds to  the  extent thereo f even if  under paragraph (c)(4)(ii) o f  this section the 
debt proceeds w ould be treated as used to  m ake one o r m ore o ther expenditures. Any 
such expenditures and the debt proceeds from which such expenditures are treated as 
m ade are disregarded in applying paragraph (c)(4)(ii) o f  this section.
A  taxpayer w ho fails to  satisfy this tim e limitation w ith respect to  an expenditure may 
nevertheless be deem ed to  have satisfied the test if  the taxpayer:
( 1 )  M akes a bona fide loan application within 45 days before o r after the date o f  the 
expenditure and.
(2). U ltim ately receives the  loan proceeds w ith respect to  such application.
A bona fide application m ay include the application to  a lender or a subsequent 
application to  another lender should the original application be denied.
I f  the  taxpayer satisfies these requirem ents, the borrow ed funds for each loan may be 
deem ed to  be expended on the date o f  said loan application and, therefore, allocated to  
said expenditure.
The following examples illustrate the application o f  this paragraph (c)(4)(iii)(B);
Exam ple (1). Taxpayer D  incurs a  $1,000 debt on June 5 and immediately deposits the 
proceeds in an account (“Account A”). On June 7 27, D transfers $2,000 from  Account 
A to  another account (“A ccount B”). On June 30, D w rites a $1,500 check on Account 
B fo r a passive activity expenditure. In addition, num erous deposits o f  borrow ed and 
unborrowed am ounts and expenditures occur with respect to  both accounts throughout 
the month o f  June. Notw ithstanding these other transactions, D  may treat $1,000 o f  the 
deposit to Account B on June 7  27 as an expenditure from the debt proceeds deposited 
in Account A on June 5. In addition, D may similarly treat $1,000 o f  the passive activity 
expenditure on June 30 as made from  debt proceeds treated  as deposited in Account B 
on June 7  27. In no event will the period betw een receipt o f  debt proceeds from the 
lender and the treatm ent o f  proceeds as applied to  an expenditure exceed 90 days .
E xam ple (2). The facts are the same as in the example in paragraph (c)(4)(ii) o f  this 
section, except that the proceeds o f  D ebt B are deposited on February 11 rather than on 
January 11, and the $700 passive activity expenditure is m ade  on M arch 10 rather than 
on February 26. Since the $700 passive activity expenditure occurs within 30 1 5 days 
after the proceeds o f  Debt B are deposited in the account, E  may treat such expenditure 
as being made from the proceeds o f  D ebt B to  the extent th e re o f  I f  E trea ts the passive
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activity expenditure in this manner, the expenditures from  the account are treated  as 
follows; The $800 personal expenditure is treated  as m ade from  the $500 proceeds o f  
Debt A  and $300 o f  unborrowed funds. The $700 passive activity expenditure is treated 
as m ade from  the $500 proceeds o f  Debt B and $200 o f  unborrow ed funds. The 
remaining expenditures are treated as in the example in paragraph (c)(4)(ii) o f  this section.
Example (3). Taxpayer X  applies for a $1,000 loan on July 1. In anticipation o f  receiving 
th is loan. Taxpayer X  m akes a $1.000 passive activity expenditure on July 18, using 
unborrowed funds in an account (“A ccount to  lock in a  bargain price. Taxpayer X 
then  receives the  proceeds o f  the loan on A ugust 15 and immediately deposits the 
proceeds in A ccount A. Since the $1,000 passive activity expenditure occurs within 30 
days before the debt proceeds deposited on August 15, X  may trea t $1 ,000 o f  the  passive 
activity expenditure on July 18 as m ade from  debt proceeds deposited on A ugust 15.
E xam ple (4). Assum e the same facts as in Exam ple 3 except that the passive activity 
expend itu re  o f  $1,000 occurred on July 15 which is 31 days prior to  the  receipt o f  the 
loan proceeds. A lthough the tim e lim itation generally required by this section w as not 
met so as to  allocate the debt to  the  passive activity expenditure, the taxpayer did apply 
for the loan on July 1 which is within 45 days before o r after the  date  o f  the  expenditure 
and the loan proceeds w ere ultimately received with respect to  such application. The 
taxpayer is deem ed  to  have satisfied the tim e limitation and the allocation is allowed.
R EA SO N  FO R  CH A N G E
T here are times when disbursem ents o f  loan proceeds cannot be m ade within 15 days after 
receipt. Additional time to  m ake disbursem ents needs to  be given to  taxpayers. Expenditures 
made before the deposit o f  loan proceeds should also fall under these rules, in keeping with 
Notice 89-35 issued by the IRS previously. Finally, a simple provision is needed to  overcom e 
the tim e limitation w hen circum stances outside the taxpayer’s control cause the taxpayer to  
com pletely fail the test.
In add ition , the sentence added to  Exam ple 1 is to  alleviate any m isconception that the 
regulations can give rise to  unlimited cash account rollovers w ithout requiring their assignment 
to  some expenditure
4. Reg. § 1 .163-8T(c)(4)(iv) — P ro p o sa l fo r changes to  reg u la tio n s
R eg a rd in g : T he c rite ria  apply ing  to the  deduction  o f in terest expense — o p tio n a l m eth o d  
fo r d e te rm in in g  d a te  o f  rea lloca tion
CO M M EN TS
If an optional m ethod is m ade available, the optional m ethod should be m ade consistent with
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o th er regulation provisions. The current optional m ethod does not appear to  be realistic 
because the recordkeeping necessary to  m ake the com putation is overwhelming.
The difference betw een paragraph (c)(4)(ii) and (c)(4)(iii)(B) is that under the form er 
paragraph , debt is allocated depending upon the date o f  expenditure in a specified order, 
w hereas w ith the latter paragraph, debt is allocated based on the taxpayer’s wishes, if  the 
expenditure is m ade within the  specified timeframe.
The difference betw een paragraph (c)(4)(iii)(B) and (c)(4)(iv) is that under the form er 
paragraph, debt is considered investment debt until the date o f  an expenditure (e.g., passive), 
at which time the debt is reallocated, w hereas with the latter paragraph, debt is allocated to  an 
expenditure (e.g., passive) beginning on the date o f  deposit.
Finally, circum stances outside o f  the taxpayer’s control may prevent satisfaction o f  the 
aforem entioned time limitations. A bright line test is needed to  accom m odate such 
circumstances.
R EC O M M EN D A TIO N
Reg. § 1.163-8T(c)(4)(iv) should be revised as follows (new  language is underlined, deleted 
language is struck o u t).
(iv) O ptional m ethod fo r  determining date o f  reallocation. Solely for the purpose o f  
determining the date on which debt allocated to  an account under paragraph (c)(4)(i) o f  
this section is reallocated, the taxpayer may treat all expenditures m ade within 30 days 
before  o r after (“the tim e limitation” ) deposit o f  during any calendar month from debt 
proceeds in the an account as occurring on the late r  of  th e first  day o f  such m onth or the 
date on which such debt proceeds are deposited in the account, even if  such deposit o f  
debt proceeds is in a different calendar month or year from the date o f  the expenditure(s).
A taxpayer w ho fails to  satisfy the tim e limitation will nevertheless be deemed to  have 
satisfied the test if  the taxpayer:
(1). M akes a bona fide loan application within 45 days before o r after the date o f  the
expenditure and.
(2). Ultimately receives the loan proceeds with respect to  such application.
A bona fide application may include the application to  a lender o r a subsequent 
application to  another lender should the original application be denied.
I f  the  taxpayer satisfies these requirem ents, the borrow ed funds for each loan may be 
deemed to  be expended on the date o f  said loan application and, therefore, allocated to
B - 2 3
8
said expenditure.
This paragraph (c)(4)(iv) applies only if all expenditures from an account during t he same 
calendar m onth a re similarly t reated .
The following examples illustrate the application o f  this paragraph (c)(4)(iv):
Exam ple (1). On January 10, taxpayer G  opens a checking account, depositing $500 o f  
proceeds o f  D ebt A  and $1,000 o f  unborrow ed funds. The following chart summarizes 
the transactions which occur during the year w ith respect to  the account (note that these 
facts are the  same as the facts o f  the example in paragraph (c)(4)(ii) o f  this section);
D ate
January 10 $ 500
January 11 $ 500
February January 17 $ 800
February January 26 $ 700
June 21 $ 1 ,0 0 0
N ovem ber 24 $ 800
D ecem ber 20 $ 600
Transaction
proceeds o f  D ebt A and $1,000 unborrow ed funds 
deposited
proceeds o f  D ebt B deposited 
personal expenditure 
passive activity expenditure 
proceeds o f  D ebt C deposited 
investm ent expenditure 
personal expenditure
A ssum e that G chooses to  apply the optional rule o f  this paragraph (c)(4)(iy) to  all 
expenditures. Since the $700 passive activity expenditure m ade on January 26 occurred 
within 30 days o f  deposit o f  both Debt A on January 10 and D ebt B on January 11, for 
purposes o f  determ ining the date on which debt is allocated to  the $700 passive activity 
expenditure made on January 26. the $500 treated  as made from  the proceeds o f  Debt A 
and $200 o f  the proceeds o f  Debt B are treated as expenditures occurring on January 10 
and 11, respectively Accordingly, Debt A is allocated to  the passive activity expenditure 
fo r the  account from January 10 through Decem ber 31, and the $200 treated  as made 
from  the proceeds o f  Debt B is allocated to  the passive activ ity expenditure for the 
account from January 11 through December 31. For purposes o f  determ ining the date on 
which debt is allocated to  the $800 personal expenditure m ade on January 17, the $500 
treated as made from the proceeds o f  unborrow ed funds Debt A and the $300 treated as 
made from the proceeds o f  Debt B are treated as expenditures occurring on January 10 
and 11,  respectively February 1. Accordingly, $500 o f  unborrow ed fu nds D ebt A is 
allocated to  an invesment expenditu re fo r t he account from January 10 th rough January 
31 and to  the personal expenditure from January 10 F ebr uary 1 through D ecem ber 31, 
and $300 o f  Debt B is allocated to  an invest ment expenditu re f o r  t he account from 
January 11 t hrough January 31 and to the personal expenditure from January 11 February 
+ th rough  D ecem ber 31 The remaining $200 o f  D ebt B is allocated to  the passive 
activity expenditure from January 11 through D ecem ber 31. The $800 o f  D ebt C used 
to  m ake the investment expenditure on N ovem ber 24 is allocated to  an investment
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expenditure for the account from  June 21 through October 31 and to  an investment 
expenditure f r o m N ovem ber 1 through D ecem ber 31. The rem aining $200 o f  D ebt C is 
allocated to  an investment expenditure fo r  t he acco unt  from  June 21 through Novem ber 
30 and to  a  personal expenditure from  June 21 D ecembe r  1 through D ecem ber 31.
Exam ple (2). Assum e the same facts as in Exam ple ( 1) except that the passive activity 
expenditure o f  $700 occurred on the previous D ecem ber 9 prior to  the deposits o f  Debt 
A  and Debt B. Assume further that the taxpayer applied for D ebts A and B on Decem ber 
1. T he general tim e limitation required by $ 1.163-8T(c)(4 )(iv) w as not met so as to  
allocate $500 and $200 o f  the D ebts A and B loan proceeds, respectively, to  the passive 
activity expenditure. However, because the taxpayer applied for both debts within 45 days 
o f  the date o f  the expenditure and also ultimately received the loan proceeds w ith respect 
to  such application, the taxpayer is deemed to  have satisfied the time limitation and the 
allocation is allowed.
E xam ple (3). Assume the same facts as in Exam ple (1 ) except that the $700 passive 
activ ity  expenditure occurred on the previous N ovem ber 26. Assum e further that the 
taxpayer applied for Debts A and B on Decem ber 9. The general tim e limitation required 
by § 1.163-8T(c)(4)(iv) was not met so as to  allocate $500 and $200 o f  the D ebts A  and 
B loan proceeds, respectively, to  the passive activity expenditure. H ow ever, because the 
taxpayer applied for both debts within 45 days o f  the  date o f  the  expenditure and also 
ultim ately  received the loan proceeds with respect to  such application, the taxpayer is 
deem ed to  have satisfied the time limitation and the allocation is allowed.
REA SO N  FO R CHANGE
As in the general ordering rule, differences in taxpayers’ recordkeeping systems may create 
substantial and unw arranted differences in interest allocations under the current optional 
m ethod. Also, a provision is needed to  overcom e the time limitation when circum stances 
outside the taxpayer’s control causes the taxpayer to  fail the test.
5. Reg. § 1 .163-8T (d)(4) -- P roposal fo r changes to  regu la tions
R eg a rd in g : T h e  c r i te r ia  a p p ly in g  to  th e  d ed u c tio n  o f in te res t expense — exam ple
involv ing  d e b t rep ay m en ts  w ith  co n tin u o u s  bo rro w in g s
CO M M EN TS
Reg. § 1.163-8T(d)(3) indicates that, for purposes o f  the debt repaym ent ordering rules, 
borrowings on which interest accrues at the same fixed o r  variable rate  are treated  as a single 
debt, while borrowings on which interest accrues at different fixed o r variable rates are treated 
as different debts.
10
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Example 2 o f  Reg. § 1.163-8T(d)(4) interprets this to  m ean that different debts result from  the 
situation where the prime rate changes on a line o f  credit which bears interest at prim e plus tw o 
percentage points.
Given that the prime rate has been known to  change frequently, simplification could be achieved 
by trea tin g  all borrow ings on a line o f  credit as a  single debt so long as the term s o f  the line 
(e .g ., prim e plus tw o  percentage points) do not change, even if  the  prime rate changes. 
Different debts would result only w hen the borrow ings are subject to  different term s (e.g., one 
borrow ing at prim e plus tw o  points, and another borrow ing at prim e plus three points).
R EC O M M EN D A TIO N
Reg. § 1.163-8T(d)(4) should be revised as follows (changed language is underlined, deleted 
language is st ruck ou t).
(4) Exam ples. The following examples illustrate the  application o f  this paragraph (d) .
Exam ple (1). Taxpayer B borrows $100,000 (“Debt A”) on July 12, immediately deposits 
the proceeds in an account, and uses the debt proceeds to  m ake the following expenditures 
on the following dates;
A ugust 31 $40,000 passive activity expenditure #1
O ctober 5 $20,000 passive activity expenditure #2
D ecem ber 24 $40,000 personal expenditure
On January 19 o f  the following year, B repays $90,000 o f  Debt A (leaving $10,000 o f  Debt 
A outstanding). The $40,000 o f  Debt A allocated to  the personal expenditure, the $40,000 
allocated to  passive activity expenditure #1, and $10,000 o f  the $20,000 allocated to  
passive activity expenditure #2 are treated  as repaid.
Example (2). (i)Taxpayer A obtains a line o f  credit. Interest on any borrow ing on the line 
o f  credit accrues at the lender’s “prime lending rate” on the date  o f  the borrow ing plus tw o 
percentage points. The loan docum ents provide that borrow ings on the line o f  credit are 
treated as repaid in the order the borrow ings w ere made. A borrow s $30,000 (Borrow ing 
# 1) on the line o f  credit and immediately uses $20,000 o f  the debt proceeds to  m ake a 
personal expenditure (“personal expenditure #1” ) and $10,000 to  m ake a trade o r business 
expenditure (“trade or business expenditure #1”). A subsequently borrow s another $20,000 
(“Borrowing #2”) on the line o f  credit and immediately uses $15,000 o f  the debt proceeds 
to  make a personal expenditure (“personal expenditure #2”) and $5,000 to  m ake a trade or 
business expenditure (“trade o r business expenditure #2” ). A then repays $40,000 o f  the 
borrowings. It does not m atter if  the prim e lending rate w as the same o r w as different on 
bo th  the date o f  B orrow ing #1 and the date o f  B orrow ing # 2 ; in either instance, the
11
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6.
borrowings are treated for purposes o f  this paragraph as a  single debt, and A is treated
as having repaid $35,000 o f  debt allocated to  personal expenditure #1 and personal 
expenditure #2 , and $5,000 o f  debt allocated to  trade o r business expenditure #1.
(ii) I f  the prim e lending ra te plus tw o percentage p oints w as the same-on both the d at e o f  
Borrowing # 1 and the date of  Borrowing #2, the borrowings are t reated fo r purposes of  this 
paragraph (d) as a  single debt, and A  is t reated as having repa id  $35,0 00 of  deb t  allo cated 
to  personal expenditure #1 a n d  personal expenditur e #2 , and $5,000 o f  debt allocated t o 
trade or  business expenditu re # 1.
(iii) I f  t he p rime lending rate p lu s  tw o  p ercentage po int s w as d ifferent o n the date  o f  
B o rro w ing  # 1 and B orrow ing  # 2, the borrowings are t reat ed—as t w o debts, and, in 
accordance w ith the loan agreement , the $40,0 0 0  repaid am o unt is treat ed as a repayment 
of  B orrowing # l  and $10,000 of  B orrowing # 2.  Accordingly, A is t reat ed as having repaid 
$20,000 o f  debt  allocated t o p ersonal expenditu r e  # 1, $10 ,000  o f  debt  allocat ed to  t r ade 
o r b usin ess -expenditure # 1, and  $10,000 o f  deb t allocated to personal ex penditure #2.
Exam ple (3). Assum e the same facts as in Exam ple (2) above, except that Taxpayer A 
obtains tw o  separate lines o f  credit, instead o f  tw o borrow ings from  one line o f  credit. 
In te rest on any borrow ing on the first line o f  credit ("Line o f  Credit #1” ) accrues at the 
len d er’s “prime lending rate” on the date o f  the borrow ing plus tw o percentage points. 
Interest on any borrowing on the second line o f  credit (“Line o f  Credit #2” ) accrues at the 
len d er’s “prim e lending rate” on the date o f  the borrow ing plus three percentage points. 
Both loan documents provide that borrow ings on the line o f  credit are treated  as repaid in 
the order the borrowings were made. Since the tw o lines o f  credit have differing rates, the 
borrow ings are treated as tw o debts, and, in accordance with the loan agreem ents, the 
$40.000 repaid amount is treated  as a repaym ent o f  Line o f  Credit #1 and $10,000 o f  Line 
o f  Credit #2. Accordingly, A is treated as having repaid $20,000 o f  debt allocated to  
personal expenditure #1, $10,000 o f  debt allocated to  trade o r business expenditure #1 , and 
$10,000 o f  debt allocated to  personal expenditure #2.
REA SO N  FOR CHAN GE
The prime rate changes too often for the regulation to  suggest that a new debt is created 
simply because the prime rate changes. Instead, prime plus the am ount o f  percentage points 
should govern w hether or not the rate is considered different. Having consistency in the 
am ount o f  percentage points over the prime rate is the key here, not consistency o f  the 
prim e rate. This needs to  be m ade clear in the regulations.
Reg. §§ 1 .163-8(T )(f), (g), a n d  (h ) -- P roposal to  a d d  to  reg u la tio n s
R e g a rd in g : In te re s t expense con cern in g  p a ss th ro u g h  en tities
12
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CO M M EN TS
Currently there  are no regulations concerning interest expense incurred with regard to  
passthrough entities. N otices 88-20, 88-37, and 89-35 have been issued to  provide guidance.
R E C O M M EN D A TIO N
R eg  §§ 1.163-8T(f), (g), and (h) should be am ended to  add the following (new  language is 
underlined, deleted language is struck out):
( 0  D eb t a llocated  to  d is tr ib u tio n s  by p a ss th ro u g h  en titie s . [Reserved]
(1) D ebt o f  a passthrough entity and the associated interest expense are generally 
allocated under the rules o f  R eg . § 1.163-8T. In the case o f  debt proceeds o f  a 
passthrough entity used to  m ake distributions to  the  ow ners o f  the entity, the debt 
proceeds and associated interest expense may, at the  option o f  the  entity, be allocated 
among the expenditures (other than distributions) o f  the entity during the taxable year, 
to  the  ex ten t that debt proceeds have not otherw ise been allocated to  such 
expenditures. To the extent that debt proceeds are allocated to  the expenditures o f  
the passthrough entity, if  80%  or m ore o f  the  passthrough entity’s assets are used in 
a single activity, then the debt allocated to  the  passthrough entity may be allocated 
entirely to  this substantial activity. Reasonable m ethods o f  allocating debt am ong the 
assets o f  a passthrough entity w ould ordinarily include a p ro-ra ta  allocation based on 
the fair market value, book value, o r adjusted tax basis o f  the  assets, reduced by any 
debt o f  the  passthrough entity or the  ow ner allocated to  such assets.
(2) If. notwithstanding the optional allocation authorized in the preceding paragraph, debt 
proceeds o f  a passthrough entity are allocated to  distributions to  ow ners o f  the entity. 
each ow ner's share o f  the associated interest expense shall be allocated, under the 
rules o f  Reg. § 1.163-8T. To the extent that an ow ner’s share o f  such interest 
expense exceeds the passthrough entity’s interest expense on debt proceeds 
distributed to  such owner, any reasonable m ethod may be used to  allocate the excess 
interest expense.
(3) P arag raph  (d ) o f  R eg. § 1.163-8T provides rules governing the treatm ent o f  debt 
repayments. Any repayment o f  debt o f  a passthrough entity allocated to  distributions 
and to  one  o r m ore o ther expenditures may be treated  first as a repaym ent o f  the 
portion o f  the debt allocated to  such distributions.
R epa y m e n t of  p asst h r ough  e n tity  d e b t. [Reserved]
13
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(g)(h) Debt allocated to expenditures for interests in passthrough entities. [Reserved]
( 1)  In the case o f  debt proceeds allocated to  the  purchase o f  an interest in a passthrough 
entity (other than a purchase in which the entity receives proceeds from  the purchase). 
the  debt proceeds and the associated interest expense shall be allocated among the 
assets o f  the entity using any reasonable m ethod. Reasonable m ethods o f  allocating 
deb t am ong the assets o f  a passthrough entity w ould ordinarily include a pro-rata 
allocation based on the fair m arket value, book  value, o r adjusted tax basis o f  the 
assets, reduced by any debt o f  the passthrough entity o r the ow ner allocated to  such 
assets. Furtherm ore, if  80%  or m ore o f  the passthrough entity’s assets are used in a 
single activity, then the debt allocated to  the passthrough entity may be allocated 
entirely to  this substantial activity.
(2 ) Interest expense on debt proceeds allocated to  a contribution to  the capital o f  a 
passthrough entity may be allocated using any reasonable m ethod. Reasonable 
m ethods w ould ordinarily include allocating the debt am ong the assets o f  the entity 
or tracing the debt proceeds to  the  expenditures o f  the entity under the  rules o f  Reg. 
§ 1.163-8T as if  the contributed debt proceeds w ere the proceeds o f  a debt incurred 
by the  entity. Reasonable m ethods o f  allocating debt am ong the assets o f  a 
passthrough entity w ould ordinarily include a pro-rata allocation based on the fair 
market value, book value, o r adjusted tax basis o f  the assets, reduced by any debt o f  
the passthrough entity o r the ow ner allocated to  such assets.
For purposes o f  this regulation, a purchase o f  an interest in a passthrough entity will 
be treated  as a contribution to  the capital o f  the  entity to  the  extent that the entity 
receives proceeds from the purchase. Furtherm ore, if  80%  or m ore o f  the 
passthrough entity’s assets are used in a single activity, then the debt allocated to  a 
contribution to  the capital o f  the passthrough entity may be allocated entirely to  this 
substantial activity.
T he following examples illustrate the application o f  these paragraphs (g)(1) and
(g)(2)
Exam ple (1). A partnership operates a retail bagel business. The partnership owns 
all the equipment, furniture and other operating assets. The partnership’s only non­
business asset is stock in a blue chip company that it bought many years ago which 
has appreciated to  tw ice its original cost. The fair m arket value o f  the blue chip 
company stock is less than 20%  o f the total assets o f  the partnership. The partnership 
has decided to  open a store at a second location and will need additional capital. The 
partners borrow funds to  contribute to  the partnership. Because 80%  o r m ore o f  the 
partnership’s assets are used in the bagel business, this activity will be considered the 
substantial activity o f  the partnership. Therefore, any interest expense associated with
14
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( 3)
the partners’ contribution to  the partnership may be allocated to  this substantial 
business activity.
E xam ple 2. The facts are the same as example 1 except that the  partnership has 
investment assets which in total have a fair market value that exceeds 20%  o f  the total 
partnersh ip  assets. B ecause the investment assets exceed 20%  o f  the assets o f  the 
partnership, the substantial activity is not the  bagel business. Therefore, a reasonable 
method to  allocate the interest expense, such as a  pro-rata  allocation based on the fair 
m arket value, book value, o r adjusted tax  basis o f  the assets, e tc . should be used. 
Exam ple 3. The facts are the same as example 2 except the original cost o f  the blue 
chip company stock is less than 20%  o f  the total assets o f  the bagel partnership at that 
date. Even though the current fair m arket value o f  the blue chip com pany stock is 
higher than 20%  o f  the partnership’s current to tal assets, it is reasonable to  allocate 
all the interest expense associated with the partners’ contribution to  the partnership’s 
bagel business.
in te res t expense on a passthrough entity’s debt proceeds used to  repurchase or 
redeem  all o r part o f  an interest in itself may be allocated using any reasonable 
m ethod. A reasonable m ethod to  allocate the interest expense, such as a pro-rata 
allocation based on the fair m arket value, book value, o r adjusted tax basis o f  the 
assets, e tc . should be used. Furtherm ore, if  80%  o r m ore o f  the passthrough entity’s 
assets are used in a single activity, then the debt allocated to  such repurchase or 
redem ption m ay be allocated entirely to  this substantial activity.
A lloca tion  o f d e b t to  loans betw een  p a ss th ro u g h  en titie s  a n d  in te res t ho lders.
[Reserved][Former Reg. § 1.163-8T(i) starts here and the rem ainder o f  the regulation 
is renum bered accordingly.]
REA SO N  FO R CH A N G E
Rules need to  be prom ulgated so taxpayers can comply with an extrem ely complex area. By 
adopting a substantial activity rule, simplicity is achieved w ithout inviting abuse.
Without the substantial activity rule, taxpayers may be required to  reallocate interest whenever 
the asset mix o f  the passthrough entity changes. For example, such a reallocation could 
theoretically be required daily as the entity’s short-term  investment assets fluctuate as a result 
o f  its business cycle. Adopting the substantial activity rule w ould avoid such needless 
complexity. The reasonable method allocation rules are consistent w ith IRS guidance in N otice 
89-35
We think that 80%  is a reasonable threshold because the IRS has adopted an 80%  standard for 
identifying and segregating substantial activities o f  passthrough entities in its M arket Segm ent 
Specialization Program  (M SSP) guide for Passive Activity Losses.
15
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7. Reg. § 1.163-8T(m)(1) -  Proposal for addition to regulations
Regarding: Coordination of interest deductions on interspousal notes with other 
provisions
CO M M EN TS
C larification is required regarding the treatm ent o f  interest on interspousal notes issued to  
effectuate a divorce settlement. Section 1041 states that no gain o r loss shall be recognized on 
a transfer o f  property incident to  divorce and such transfer shall be treated as a gift. How ever, 
if  a  no te  is issued to  effectuate the transfer, then interest on such note  should be allocated in 
accordance w ith the  use o f  the  debt. Accordingly, the interest allocation rules o f  section 163 
should apply.
R EC O M M EN D A TIO N
Reg. § 1.163-8T(m ) should be amended as follows (new  language is underlined):
(m) Coordination with other provisions. (1) E ffect o f  other lim itations. (i) In general. All 
debt is allocated among expenditures pursuant to  the rules in this section, w ithout regard 
to  any limitations on the deductibility o f  interest expense on such debt. The applicability 
o f  the passive loss and nonbusiness interest limitations to  interest on such debt, however, 
may be affected by other limitations on the deductibility o f  interest expense.
For purposes o f  Reg § 1.163-8T. the treatm ent o f  a transaction under section 1041 
should be treated as a sale o r exchange with respect to  the underlying note I f  an asset is 
transferred  incident to  divorce and debt has been incurred to  effect the transfer, such 
tran sfer shall be deemed to  be an acquisition transaction with respect to  allocating 
interest to  such debt
REA SO N  FOR CH AN GE
Reg. § 1 .163-8T requires debt to  be allocated in accordance with the use o f  debt proceeds. 
Reg. § 1.163-8T(c)(3)(ii) further provides that debt incurred in consideration for property 
should be treated as if  the taxpayer used that debt am ount to  make an expenditure for such 
property. The above addition to  the regulations w ould clarify that the section 1041 transfer 
o f  property is a sale or exchange for purposes o f  Regs. § 1 .1 63-8T and § 1 .1 6 3 -10T, thereby 
requiring interest paid or accrued on notes issued incident to  divorce to  be classified 
according to  the rules that we previously discussed in our recom m endations. Thus, treatm ent 
as a sale or exchange o f  property in a section 1041 transaction for purposes o f  section 163 
w ould eliminate the questionable treatm ent o f  interest on a transaction to  acquire different 
types o f  property regardless o f  the personal nature o f  the divorce which originally caused the 
transaction to  take place.
16
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8. Reg. § 1.163-8T(m)(2) and Reg. § 1.163- 10T(b) — Proposal for addition to regulations 
Regarding: Coordination of the interest expense allocation rules with section 265
C O M M EN TS
Reg. § 1.163-8T(m )(2) provides rules coordinating the interest expense allocation rules with 
o ther lim itations that may be im posed by the Internal Revenue Code. This section states that 
IRC section  265 determ ines if  debt is allocated to  tax exempt investm ents regardless o f  the 
allocation provided by regulations under section 163.
It should be clarified that borrow ings which are allocated to  trade o r business (including 
passive) expenditures o r personal residence expenditures under the general rules o f  Reg. §
1.163-8T(c) should not be subject to  the further lim itations o f  section 265. The section 265 
lim itations should only apply to  interest which has been first allocated under the general 
allocation rules as investment interest.
R EC O M M EN D A TIO N
M ake the following changes to  Reg. § 1 .163-8T(m )(2) (new  language is underlined) :
(2) Effect on other lim itations -- (i) G eneral Rule. Except as provided in paragraph 
(m)(2)(ii) o f  this section, any lim itation on the deductibility o f  an item (o ther than 
the passive loss and non-business interest limitations) applies w ithout regard to  the 
m anner in which debt is allocated under this section. Thus, for example, interest 
expense treated  under section 265(a)(2) as interest on indebtedness incurred or 
con tinued  to  purchase or carry obligations (tax exempt assets) the interest on 
which is wholly exempt from federal income tax is not deductible regardless o f  the 
expenditure to  which the underlying debt is allocated under this section.
H ow ever, interest expense which is allocated under paragraph (c ) to  trade o r business 
expenditures or qualified residence expenditures under Reg. § 1 1 6 3 -10T shall not be 
subject to  the section 265 limitations unless the taxpayer also purchased tax exempt 
assets within 30 days before o r after the qualified residence o r trade  o r business 
expenditure, and either:
(A ) Tax exem pt assets w ere used as collateral for the debt, or
(B) The taxpayer’s primary motive for using debt for the qualified residence o r trade 
o r business expenditure w as to  carry tax exem pt assets.
M ake the following changes to  Reg. §  1.163-10T(b) (new  language is underlined) :
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(b) Treatment of qualified residence interest. Except as provided below, qualified
residence interest is deductible under section 163(a). Qualified residence interest is 
not subject to  limitation o r otherw ise taken into account under section 163(d) 
(limitation on investment interest), section 163(h)(1) (disallowance o f  deduction for 
personal interest), section 263A (capitalization and inclusion in inventory costs o f  
certain expenses) o r section 469 (limitations on losses from passive activities). 
Qualified residence interest is subject to  the limitation imposed by section 263(g) 
(certain interest in the case o f  straddles), section 264(a)(2) and (4) (interest paid in 
connection w ith certain insurance), section 265(a)(2) (interest relating to  tax-exem pt 
incom e — See Reg. § 1.163-8T(m )(2) for detailed discussion o f  this issue), section 266 
(carrying charges), section 267(a)(2) (interest w ith respect to  transactions betw een 
related taxpayers) section 465 (deductions limited to  am ount at risk), section 1277 
(deferral o f  interest deduction allocable to  accrued m arket discount), and section 1282 
(deferral o f  interest deduction allocable to  accrued discount).
R EA SO N  FO R CH AN GE
U nder the  existing rules o f  section 265 and Rev. Proc. 72-18, the taxpayer is denied a 
deduction for interest that is allocated to  the purchase o r carrying o f  tax-exem pt securities. 
Rev. Proc. 72-18 provides general rules regarding this allocation. The courts have generally 
held that debt that can be directly traced to  the purchase o f  trade o r business assets o r a 
personal residence is exempt from this type o f  allocation, unless it can be determined that 
the predom inant m otive for utilizing debt is to  avoid disposing o f  tax exem pt securities. [See 
W isconsin Cheeseman, Inc. (68-1 USTC 9145) and Illinois Terminal R ailroad Company 
(67-1 USTC 9374)]
R ather than use the tracing rules to  reinforce the predom inant m otive criterion o f  existing 
case law, the present w ording o f  Temp. Reg. § 1.163-8T(m )(2) creates further uncertainty. 
Taxpayers w ho act in good faith to  acquire a personal residence o r trade or business assets 
should be given a safe harbor under these tracing rules.
Clarification o f  this position would be in the best interest o f  taxpayers and the governm ent.
9. Reg. § 1 .163-10T (p)(3)(iii) — P roposal fo r  changes to  reg u la tio n  
R e g a rd in g : T h e  defin ition  o f  "U se  as a  res idence"
CO M M EN TS
A form er spouse w ho is required, as part o f  a divorce settlem ent, to  continue to  pay the 
m ortgage on the form er marital residence is not entitled to  an interest deduction under the 
qualified residence rules o f  section 163(h)(3) because, as to  such spouse, the residence does 
not meet the definition o f  residence under section 280A as required in section 163(h)(4).
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R EC O M M EN D A TIO N
Reg. 1 .163-10T  should be am ended by adding a second paragraph to  regulation section
1.163-10T(p)(3)(iii) as follows (new  language is underlined, deleted language is struck-ou t):
(iii) U se as a  residence.
(1 ) I f  a  residence is rented at any tim e during the taxable year, it is considered to  be 
used as a residence only if  the taxpayer uses it during the taxable year as a 
residence within the meaning o f  section 280A(d). I f  a residence is not rented at 
any tim e during the taxable year, it shall be considered to  be used as a residence. 
F or purposes o f  the preceding sentence, a  residence will be deem ed to  be rented 
during any period that the  taxpayer holds the  residence out for rental o r resale or 
repairs o r renovates the residence w ith the intention o f  holding it out for rental or 
resale.
( 2)  F or purposes o f  this paragraph, a dwelling will be deem ed to  have been used as a 
residence by the taxpayer if  the dwelling is used by a form er spouse o f  the  taxpayer 
and could have been selected by the taxpayer as a qualified residence for the 
taxable year in question if  it w ere not for the  dissolution o f  the  marriage.
(3)  I f  the use o f  a residence m eets the requirem ents o f  paragraph (2 )  the holding out 
o f  the residence for resale shall not be considered to  be a rental activity.
REA SO N  FO R CH AN GE
This change is needed to  correct an inequity that exists when a form er spouse pays the 
m ortgage and does not reside in the dwelling which is occupied by the o ther form er spouse 
o f  that marriage. Also, the resale o f  a form er marital residence is a com m on event and the 
regulation should be am ended to  delete “holding out for resale” as a rental activity.
10. Reg. § 1 .163-10T (r) —P roposal fo r  ch an g e  to  reg u la tio n
R eg a rd in g : T re a tin g  in te res t on d e b t secu red  by th e  ta x p a y e r 's  q ua lified  residence  to  
effect tra n sfe r(s )  o f  p ro p e r ty  in c id en t to  d ivo rce
CO M M EN TS
Internal Revenue Service N otice 88-74, 1988-2 C.B. 385, states that regulations will 
provide that "debt incurred to  acquire the interest o f  a spouse o r form er spouse in a 
residence, incident to  divorce or legal separation, will be eligible to  be treated  as debt 
incurred in acquiring a residence for purposes o f  section 163, w ithout regard to  the 
treatm ent o f  the transaction under section 1041 o f  the Internal Revenue Code."
19
B - 3 4
Regulations should also provide for treatm ent o f  debt incurred to  acquire the interest o f  a 
spouse o r form er spouse, incident to  divorce o r legal separation, in property o ther than a 
residence, w hen such debt is secured by the spouse's remaining interest in a dwelling which 
could have been selected by the taxpayer as a  qualified residence if  it w ere not for 
dissolution o f  the  marriage.
R EC O M M EN D A TIO N
Current Reg. § 1.163-10T(r) should be renum bered as Reg. § 1.163-10T(s). A new  Reg. §
1.163-10T(r) should be added as follows (new  language is underlined):
(r) Q ualified  residence  in te res t. The term  "qualified residence interest" includes any 
interest which is paid o r accrued during the taxable year on indebtedness which is 
incurred incident to  divorce o r legal separation (as defined in section 1041(c)) and 
which may be treated as:
(1) Acquisition indebtedness, if  secured by the taxpayer's Qualified residence and 
incurred to  effect a transfer o f  spousal interest (as defined in (3) below ) in such 
residence, or
(2) H om e equity indebtedness, if  secured by a residence and
(i) M eets the use requirem ent o f  section 280A as defined in Reg. § 1.163- 
10T(p)(3)(iii) and
(ii) Such debt w as incurred to  effect a transfer o f  a spousal interest in property 
o ther than such residence.
(3) The term  “spousal interest'’ shall mean the ownership as determ ined by title to  
the property, unless the court o f  law adjudicating the marital dissolution 
attributes a different share in that property as part o f  the divorce settlement.
(s) E ffective d a te . The provisions o f  this section are effective for taxable years 
beginning after D ecem ber 3 1 ,  1986.
REA SO N  FOR CH AN GE
If  debt is incurred either through a third party or by issuance o f  one o r m ore interspousal, 
notes in exchange for an interest in marital property that is being transferred incident to  
divorce, then the obligor has incurred a debt in consideration for that property. As such, if  
the debt is secured by a perfected security interest in a qualified residence, and it is such 
residence that is being acquired, then such debt is "acquisition indebtedness" within the 
meaning o f  Internal Revenue C ode section 163(h)(3)(B). This recom m ended change to
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the regulations will satisfy the intent o f  N otice 88-74 to  provide clarification regarding 
debt incurred to  acquire a  spousal interest in a residence, incident to  divorce.
I f  debt is incurred incident to  divorce either through a third party o r by issuance o f  one or 
m ore interspousal notes, and such debt is used to  transfer property o f  the marital 
dissolution, then there is an acquisition o f  such marital property. H ow ever, if  there is a 
perfected security interest on one spouse's remaining interest in a marital residence in 
o rder to  transfer o ther property  o f  the m arriage, the interest paid o r accrued on such debt 
should be allowed as hom e equity indebtedness.
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January 9 ,  1997
The Honorable Barbara A. Mikulski
United States Senate
SH-709
Washington, DC 20510 
Dear Senator Mikulski:
As you requested during our meeting in July 1996, we have developed the enclosed tax proposals dealing with various 
complexities and inequities in the present law concerning taxpayers selling their residences. These proposals arc 
intended to address various residence sale tax issues, including; elderly individuals selling their residences and entering 
continuing care retirement communities (CCRCs), individuals with various marital situations, individuals with inflation- 
based (non-economic) gains, individuals with losses, and individuals in diff erent geographic areas. The tax law should 
be changed to reduce these complexities and inequities.
The AICPA supports President Clinton's residence sale exclusion proposal with a few modifi cations. We suggest 
a $500,000 exclusion applying p er house. This would focus on the more appropriate issue - the residence, and not 
on the marital status of the taxpayer. Further, the exclusion proposal should apply if the residence is the principal 
residence of either spouse a t the time of a divorce o r legal separation or if the residence is sold pursuant to a 
divorce decree or legal separation. The $500,000 exclusion proposal, particularly with these modifications, would 
be a simple and broad solution to the many home sale tax problems in the present law that you are seeking to correct. 
If this broad proposal for home sale gain exclusion does not become politically feasible or is side-tracked in Congress, 
you may want to consider the alternative proposals that we have developed and enclosed.
Specifically, we have developed nine proposals. We recommend as core proposals, numbers 1, 8, and 9. If. however, 
it is not possible to enact proposal 1, we recommend proposals 2-7 as an alternative to proposal 1. While not as broad 
a change as proposal 1, alternative proposals 2-7 would address a number of problems in present law . Our proposals 
arc;
1 As described above, allow taxpayers to exclude up to $500,000 in capital gains from the sale of a "qualified 
residence" (the principal residence of cither spouse at the time of divorce or legal separation w ill be a "qualified 
residence"), available once every two years. and repeal the present law IRC section 121 $125,000 one-time age 
55 exclusion and the IRC section 1034 two year rollover/purchase rule.
OR
2 . Provide an additional age and exclusion amount threshold to the section 121 one-time exclusion. If the age 55 
exclusion is not used by the taxpayer, then at age 65, the exclusion amount would be $200,000. Also, the 
exclusion amounts for both 55 and 65 would be indexed.
Eliminate the taint of losing the IRC section 121 age 55 home sale gain exclusion when one spouse, who has 
never used the exclusion, marries someone who has previously used the exclusion.
(continued)
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4. Allow IRC section 1034 rollover treatment (and related tax treatment • i.e., home mortgage interest expense 
deduction) to taxpayers if the residence is the principal residence of either spouse at the time of divorce or legal 
separation.
5. Include deposits to CCRCs, as described in IRC section 7872, as proceeds reinvested in a new residence (i.e., 
a qualified rollover) for purposes o f sale of personal residence gain deferral under IRC section 1034 and other 
related sections.
6. Expand the measurement period for the IRC section 121 election requirement from three out of five years to 
three out o f six years to help divorced individuals.
7. Allow capital losses on the sale of principal residences to be deducted (up to normal capital loss limits) and the 
excess carried forward.
AND
8 .
9.
Send to Treasury/IRS a letter requesting that part of the periodic payments to CCRCs qualifies for the medical 
expense itemized deduction as amounts paid for long-term care services to a qualified provider.
Send to Treasuiy/IRS a letter requesting that regulatory proposals concerning homes be considered.
We look forward to discussing these proposals in more detail with you, and we would be happy to answer any questions 
you may have on this or other tax matters. Feel free to contact any of the following: me at (757) 873-1587; Ward 
Bukofsky, Chair of the Individual Taxation Committee, at (310) 278-5850; Daryl Jackson. Chair of the Residence Sale 
Working Group, at (703) 307-3562: or Eileen Sherr, Technical Manager, at (202) 434-9256.
Tax Executive Committee
C - 2
__________________________________________________________________________________________
1. PROPOSAL FOR AMENDING LR -C  §121 and §1034
Regarding: A proposal to allow a $500,000 exclusion of gain from the sale of a principal residence (Clinton
proposal, with a clarification for divorces o r legal separations)
PRESENT LAW
Gain on the sale or exchange of a principal residence generally is includible in gross income and is subject to a maximum 
rate o f 28 percent. If an individual purchases a new principal residence within two years of selling the old residence, 
gain fr om the sale o f the old residence (if any) is recognized only to the extent that the taxpayer’s adjusted sales price 
exceeds the taxpayer’s cost of purchasing the new residence (sec. 1034).
In general, a taxpayer may exclude from gross income up to $125,000 of gain from the sale or exchange of a principal 
residence if the taxpayer (1) has attained age 55 before the sale and (2) has used the residence as a principal residence 
for three or more years of the five years preceding the sale. This election is allowed only once in a lifetime unless all 
previous elections arc revoked. For these purposes, sales on or before July 26, 1978 are not counted against the once 
in a lifetime limit.
Only one spouse is required to satisfy those tests in order to be eligible for the exclusion, but that spouse alone must 
meet all the requirements. Married couples arc entitled to only one $ 125,000 exclusion between them if they file jointly; 
if they file separately, they are entitled to only $62,500 each. Unmarried individuals are each entitled to exclusions of 
$125,000. The Section 121 exclusion was increased from $100,000 to $125,000 in 1981. It has not been changed for 
the effects of inflation since that time.
President Clinton has proposed to repeal the section 121 exclusion and section 1034 rollover rules and replace them 
with a $500,000 married/$250,000 single exclusion of gain on the sale of a home. It would be available once every two 
years.
RECOMMENDED CHANGE
Section 121 would be amended so that taxpayers o f  any age would be eligible for an exclusion up to $500,000 per  
residence for the gain from the sale of a principal residence. This exclusion would be available to taxpayers once every 
two years. No filing would be required for selling prices up to $500,000 if no prior sale occurred within two years.
The exclusion would be allowed if the residence was the principal residence of either of the spouses at the time of legal 
separation or divorce. The exclusion would apply if the residence was sold pursuant to a divorce decree or legal 
separation. Related provisions, such as the home mortgage interest expense deduction, would also apply in these cases 
of divorced or separated taxpayers if the residence was one of the spouse's principal residence at the time of divorce or 
legal separation.
The current law $125,000 one-time exclusion for gam on sale of residence by qualifying taxpayers that are age 55 or 
older would be eliminated. The current law section 1034 two year rollover provision for deferral of gain on sale of 
pnncipal residence would also be eliminated
REASON FOR CHANGE
The principal residence is the major asset for most middle-income taxpayers. The increase in value reflected in this asset 
is in most cases, not a true economic gain. Rather, it represents the impact of inflation on the original purchase price 
of the asset. The recommended change would simplify the recordkeeping and tax payment process for over 60 million 
homeowners. Older couples selling their home for retirement income or to move into a smaller apartment or to live with 
family and who have a gam exceeding the current $125,000 one-time exclusion would be able to exclude their gain and 
keep more of the funds for retirement and elderly care needs. This proposal would assist in the preservation of capital 
so important to elderly taxpayers in the retirement years. This provision would allow the elderly to remain in their homes
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longer and be more self sufficient. Middle class families changing jobs and moving to communities with lower housing 
costs would be able to exclude the gain up to $500,000 and thus use the money for other household needs. In addition, 
inner city and rural communities with low housing costs could be more attractive to homeowners wishing to purchase 
a home and keep some of the gain for other purposes.
There are many taxpayers who are going through divorces and legal separations that take more than two years to 
complete. The divorce process is difficult and stressful, without considering the unfair tax consequences that often result 
under current law. In most divorce situations, one spouse must leave the marital residence several months or years prior 
to the residence being sold or the divorce finalized. In fact, many divorced taxpayers do not sell the residence that was 
their "principal residence" until the children are finished with their education.
This change would recognize that taxpayers marry, buy homes, and often have many problems in dissolving the 
marriage, the least of which should be the tax ramifications. Divorced and separated spouses should have the benefits 
of gain exclusion. This provision. would clarify that divorced taxpayers no longer residents of a principal residence may 
exclude up to $500,000 of gain per residence if the residence was the principal residence of either spouse at the time of 
legal separation or divorce and would overrule the court positions in Young and Perry. Intervening time between when 
a spouse moves out o f the residence and the sale would not prevent the spouse from excluding up to $500,000 of gain 
on the sale o f the residence.
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2. PROPOSAL FOR AMENDING I.R.C. §121
Regarding: A proposal to increase the one-time exclusion of gain from the sale of a principal residence by 
taxpayers that have attained age 55 and age 65.
PRESENT LAW
Section 121 provides for an election to exclude up to $125,000 of gain from the sale of a principal residence if the 
taxpayer is at least age 55 and has owned and resided in the residence for at least three o f the preceding five years. Only 
one spouse is required to satisfy those tests in order to be eligible for the exclusion, but that spouse alone must meet all 
the requirements. Married couples are entitled to only one $125,000 exclusion between them if they file jointly; if they 
file separately, they are entitled to only $62,500 each. Unmarried individuals are each entitled to exclusions of 
$125,000. The Section 121 exclusion was increased from $100,000 to $125,000 in 1981. It has not been changed for 
the effects of inflation since that time.
RECOMMENDED CHANGE
Section 121 would be amended so that the exclusion for the gain from the sale of the principal residence by a taxpayer 
age 65 and over at the time of the sale, who otherwise meets the requirements o f Section 121, would be $200,000. The 
current $125,000 exclusion would be kept in place for qualifying taxpayers that are ages 55 to 64. Taxpayers would 
only be able to claim one exclusion during their lifetime, whether during the ages of 55-64, or at age 65 or older.
In addition, both the $125,000 and $200,000 exclusions would be indexed for inflation annually using rules similar to 
those contained in Section 1(f)(3).
REASON FOR CHANGE
When section 121 was created. Congress recognized that the age of taxpayers was important for exclusion of gain on 
the sale of residence. It was clear that this provision was designed to assist elderly taxpayers. Since that time, the elderly 
population in this country is increasing. The $200,000 second tier exclusion would benefit those taxpayers with a 
dwindling ability to work and bring in additional income.
The principal residence is the major asset for most middle-income taxpayers. The increase in value reflected in this 
asset is in most cases, not a true economic gain. Rather, it represents the impact of inflation on the original purchase 
price of the asset. In general, older taxpayers tend to own their homes for a long period of time and have had their home 
sale gains more affected by inflation.
At the time that most elderly taxpayers sell their principal residence, they arc counting on the proceeds from the sale to 
cover their living costs during their retirement years. As a result, they are unable to meet the reinvestment requirements 
of Section 1034 to defer the gain on the sale of the principal residence and are often subject to income tax on the gain. 
The income taxes due from the sale of the residence reduces the funds available to pay for retirement needs. This 
proposal would assist in the preservation of capital so important to elderly taxpayers in the retirement years. This 
provision would allow the elderly to remain in their homes longer and be more self sufficient.
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3. PROPOSAL FOR AMENDING I.R .C  §121
Regarding: A proposal for marriage penalty relief for the one-time exclusion of gain from sale of principal 
residence for certain spouses
PRESENT LAW
In general, a taxpayer may exclude from gross income up to $125,000 of gain from the sale or exchange of a principal 
residence if the taxpayer (1) has attained age 55 before the sale and (2) has used the residence as a principal residence 
for three or more years of the five years preceding the sale. This election is allowed only once in a lifetime unless all 
previous elections are revoked. For these purposes, sales on or before July 2 6 ,  1978 are not counted against the once 
in a lifetime limit. The current $125,000 amount applies to all taxpayers except those married filing separately, for 
which the amount is $62,500.
RECOMMENDED CHANGE
Section 121 would be amended to allow a $125,000 exclusion to an individual who otherwise qualifies for an exclusion 
under section 121 of the Code but for a marriage to a spouse who has previously made the section 121 election. The 
exclusion would only be available if the individual held the property which is the subject of the exclusion for at least 
three years. Also, the $125,000 amount should be indexed annually for inflation.
REASON FOR CHANGE
Present law contains a marriage penalty that needs to be corrected. Under present law, a well informed individual may 
make a section 121 election immediately before marriage to another individual (who has previously made a section 121 
election) to exclude up to $125,000 of gain on a principal residence owned before marriage. However, a less 
knowledgeable and less informed, but otherwise similarly situated individual, who does not make the election before said 
marriage is denied the $125,000 exclusion. Taxpayers are being disadvantaged under present law when they marry 
someone who has already taken the exclusion prior to the marriage. The AICPA believes that on a remarriage, where 
one of the spouses has never taken the $125,000 exclusion, that individual and spouse should be able to take the 
$125,000 exclusion on a joint return regardless of whether one of the spouses has previously taken the exclusion prior 
to the marriage.
This change would preserve the current law s intent and would remove the current law “marriage penalty/tainted spouse” 
effect common with second marriages. The majority of Americans rely on the equity build up in their primary residence 
for their retirement income. Allowing individuals to preserve the gain on the sale o f their primary residence provides 
the means to economic independence in senior years — a laudable result of this tax law modification.
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4. PROPOSAL FOR AMENDING I.R.C. §1034
Regarding: A proposal to allow certain divorced or separated spouses the rollover of gain from the sale of 
a principal residence by taxpayers that have reinvested the proceeds
PRESENT LAW
Current §1034 allows a taxpayer who sells a personal residence to defer any gain on the sale by purchasing a new 
residence. The taxpayer must purchase the new residence within the period beginning two years prior to the sale and 
ending two years after the sale. To completely defer the gain, the purchase price of the new residence must equal or 
exceed the sale price o f the old residence.
A second rule, in code §121, allows taxpayers who are 55 or older to exclude gain o f up to $125,000 on the sale of a 
principal residence that they have occupied for 3 of the 5 years prior to sale. This exclusion may only be used once by 
a taxpayer and spouse.
In the case o f Young v. Commissioner. T.C. Memo 1985-127, the Tax Court held that the taxpayer abandoned the 
principal residence when the taxpayer left the marriage, and, therefore, was not eligible for section 1034 rollover 
treatment on the subsequent sale o f the interest to the ex-spouse. In a more recent case, Perry v. Commissioner, 78 
AFTR2d par. 96-5203, the taxpayer argued that the sale of the home was prevented by external circumstances out of 
the taxpayer’s control, similar to circumstances in the Green v. Commissioner. T.C. Memo 1992-439, case because the 
family law court would not allow the taxpayer to evict the ex-spouse and child in order to sell the residence at the time 
that the taxpayer left the marriage. The Perry court ruled that divorce is not the type of external, objective circumstance 
that allows a taxpayer not in possession of a home to be deemed a resident therein for purposes of section 1034(a).
RECOMMENDED CHANGE
The rollover of gain on the sale of a residence would also apply, in the case of divorced or separated taxpayers selling 
homes and reinvesting the proceeds, if the residence was one of the spouse's principal residence at the time of divorce 
or legal separation. The rollover would apply if the residence was sold pursuant to a divorce decree or legal separation. 
Related provisions, such as the home mortgage interest expense deduction, would also apply in these cases of divorced 
or separated taxpayers if the residence was one of the spouse's principal residence at the time of divorce or legal 
separation.
REASON FOR CHANGE
Congress created the section 1034 rollover provision to allow some relief to taxpayers selling homes and reinvesting 
proceeds. There are many taxpayers who arc going through divorces and legal separations that take more than two years 
to complete. The divorce process is difficult and stressful, without considering the unfair tax consequences that often 
result under current law. In most divorce situations, one spouse must leave the marital residence several months or years 
prior to the residence being sold or the divorce finalized. In fact, many divorced taxpayers do not sell the residence that 
was their " principal residence" until the children are finished with their education.
Section 1034 needs to be modified to be available to divorcing taxpayers who move out of their home because of 
domestic relations problems several years prior to the actual sale. This change would recognize that taxpayers marry, 
buy homes, and often have many problems in dissolving the marriage, the least of which should be the tax ramifications. 
Divorced and separated spouses should have the benefits of section 1034. This recommended change would clarify that 
divorced taxpayers no longer residents of a principal residence may claim section 1034 treatment if the residence was 
the principal residence of either spouse at the time of legal separation or divorce or was sold pursuant to a divorce decree 
or legal separation and would overrule the court positions in Young and Perry. Intervening time between when a spouse 
moves out of the residence and the sale would not prevent the spouse from deferring gain on the sale by purchasing a 
new residence.
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5. PROPOSAL FOR AMENDING I.R.C. §1034
Regarding: A proposal to allow payments to CCRCs to be included in the proceeds reinvested in a new 
residence (i.e., qualified rollover) for purposes of deferral of gain from the sale of a principal 
residence
PRESENT LAW
Current §1034 allows a taxpayer who sells a personal residence to defer any gain on the sale by purchasing a new 
residence. The taxpayer must purchase the new residence within the period beginning two years prior to the sale and 
ending two years after the sale. To completely defer the gain, the purchase price of the new residence must equal or 
exceed the sale price o f the old residence.
A second rule, in code §121, allows taxpayers who are 55 or older to exclude gain o f up to $125,000 on the sale of a 
principal residence that they have occupied for 3 o f the 5 years prior to sale. This exclusion may only be used once by 
a taxpayer and spouse.
The IRS has ruled that payments for admission to a retirement facility do not qualify as the purchase of a residence (Rev. 
Rul. 60-135, 1960-1 C.B. 298). The taxpayer in such a situation obtains future support and does not acquire title to 
real estate; therefore, the deferral rules do not apply.
RECOMMENDED CHANGE
The rollover of gain on the sale of a residence would also apply to taxpayers selling homes and using the proceeds to 
make a deposit (i.e., fee that is not applied to monthly maintenance costs) to a continuing care retirement community. 
The payment of a deposit in connection with a continuing care contract, as defined in section 7872(g)(3), would be 
treated as a purchase of a new residence under § 1034. If a deposit fee is refunded to the taxpayer, the refund would be 
treated as proceeds from the sale of a residence, and the corresponding gain from the refund could be deferred if 
reinvested in another residence within the two years required under § 1034.
REASON FOR CHANGE
Taxpayers who enter continuing care or retirement facilities generally are at a point where they need the care provided 
and are not able to manage the burdens of home ownership. The typical new resident is in his or her seventies. Often, 
the only source of funds for the required deposit is the proceeds from the sale of a prior residence. In many cases, 
taxpayers have owned their homes for many years and inflation has created a gain of more than $125,000. 
Consequently, these taxpayers are subjected to income tax on the gain from selling their residence when they need the 
funds for the continuing care facility .
The proposal would eliminate this problem by adding a section to the definition of new residence which would allow 
a continuing care facility to qualify as a replacement residence. This change will allow taxpayers to avoid tax on any 
proceeds that they use for a deposit in a continuing care facility .
Congress has created a definition of "qualified continuing care facility" in §7872(g)(3). We propose that this definition 
be utilized for purposes of the deferral under § 1034.
C - 8
6. Proposal for Amending I.R.C. §121
Regarding: A proposal to modify the measurement period for residing in the principal residence for 
purposes of exclusion on sale of residence incident to divorce
PRESENT LAW
Section 121 provides for an election to exclude up to $125,000 of gain from the sale of a principal residence if the 
taxpayer is at least age 55 and has owned and resided in the residence for at least three o f the preceding five years. Only 
one spouse is required to satisfy those tests in order to be eligible for the exclusion but that spouse alone must meet all 
the requirements. Married couples are entitled to only one $125,000 exclusion between them if they file jointly; if they 
file separately, they are entitled to only $62,500 each. Unmarried individuals are each entitled to exclusions of 
$125,000.
RECOMMENDED CHANGE
Section 121 would be amended so that, if a residence is sold pursuant to a divorce or separation, the eligible spouse(s) 
would be able to utilize the gain exclusion if during the six (instead of the present five) year period ending on the date 
of the sale or exchange, the residence was used by the taxpayer as his or her principal residence for periods aggregating 
three years or more.
REASON FOR CHANGE
Divorce is a unique transition for taxpayers. In most cases, one spouse must involuntarily abandon the marital residence. 
In many cases, as part of the property settlement, the residence is sold. Until then, the spouse who abandoned the 
residence may live in somewhat temporary lodging (e.g., rental). His or her last permanent residence was the marital 
residence. A safe harbor is needed in the law for such taxpayers to utilize §121 if the residence is sold pursuant to a 
divorce settlement. Divorces often take more than two years to complete. Further, it may take additional time to 
complete sale of the residence after the agreement is finalized. Thus, an extra year (i.e., three of six instead of three of 
five) is necessary to permit § 121 qualification.
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7. PROPOSAL FO R AMENDING I.R.C. §1034
Regarding: A proposal to allow capital losses to be deducted on the sale of a principal residence by 
taxpayers
PRESENT LAW
Taxpayers generally may claim as a deduction any loss sustained during the taxable year and not compensated by 
insurance or otherwise. In the case of an individual, however, the deduction is limited to; (1) losses incurred in a trade 
or business, (2) losses incurred in any transaction entered into for profit though not connected with a trade or business, 
and (3) catastrophic losses on property that arise from fire, storm, shipwreck, or other casualty or from theft. Losses 
from the sale or exchange of capital assets are offset against capital gains and then deductible subject to the limitations 
described above. In addition, taxpayers other than corporations may deduct capital losses against up to $3,000 of 
ordinary income each year. A loss on the sale or exchange of a principal residence is treated as a nondeductible personal 
loss.
Gain on the sale or exchange of a principal residence generally is includible in gross income and is subject to a maximum 
rate of 28 percent. If an individual purchases a new principal residence within two years o f selling the old residence. 
gain from the sale of the old residence (if any) is recognized only to the extent that the taxpayer's adjusted sales price 
exceeds the taxpayer’s cost of purchasing the new residence (sec. 1034). A taxpayer also may elect to exclude from 
gross income up to $125,000 o f gain from the sale of a principal residence if the taxpayer; (1) has attained the age of 
55 before the sale, and (2) has used the residence as the principal residence for three or more years of the five years 
preceding the sale o f the residence (sec. 121). This election maybe made only once.
RECOMMENDED CHANGE
Losses from the sale or exchange o f a principal residence would be treated as a deductible capital loss rather than a 
nondeductible personal loss. Therefore, the loss would be allowed to offset capital gains and any excess could be 
deducted up to $3,000 in the current year and the remainder carried over to future years.
REASON FOR CHANGE
There is an inequity in the current law with gains on sales of personal residences being includible in gross income and 
taxed, but losses not allowed as a deduction. The loss on the sale o f a personal residence often represents a true 
economic loss of the taxpayer. In addition, many taxpayers are forced to sell their homes when they change jobs and 
arc not able to time the sale to when the real estate market is on the rise. Many real estate prices in different parts of 
the country have decreased, especially during downturns in the economy and in the real estate market. Taxpayers in 
these circumstances should receive some tax relief
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8. Draft letter for the Senator to send to Treasury/lRS on periodic payments to CCRCs qualifying partly 
for the qualified long-term care services/medical expense itemized deduction
January XX, 1997
The Honorable Donald C. Lubick 
Assistant Secretary (Tax Policy)
Department o f the Treasury 
1500 Pennsylvania Avenue, NW 
Room 3120
Washington, D.C. 20220
The Honorable Margaret Richardson
Commissioner
Internal Revenue Service
1111 Constitution Avenue, N.W.
Washington, D.C. 20224
Re: Clarification that some of the periodic payments to CCRCs are eligible deductible medical expenses
Dear Assistant Secretary Lubick and Commissioner Richardson.
As you are probably aware, section 322 of the Health Insurance Portability and Accountability Act of 1996, enacted 
on August 21, 1996, (P.L. 104-91, H.R. 3103) provides that expenses for qualified long-term care services (as defined 
in Internal Revenue Code (IRC) section 7702B(c)) are allowed as IRC section 213 medical expense itemized deduction, 
subject to the seven and half percent of adjusted gross income floor.
Specifically, IRC section 213(d)(1)(C) was changed to include "qualified long-term care services" within the definition 
of medical expenses for purposes of deductions. The term "qualified long-term care services" is defined in new IRC 
section 7702B(c)(1) as “necessary diagnostic, preventive, therapeutic, curing, treating, mitigating, and rehabilitative 
services. and maintenance or personal care services. which — (A) are required by a chronically ill individual, and (8) are 
provided pursuant to a plan of care prescribed by a licensed health care practitioner."
A "licensed health care practitioner" is defined in IRC section 77028(c)(4) as "..any physician (as defined in section 
1861 (r)( 1) of the Social Security Act) and any registered professional nurse, licensed social worker, or other individual 
w ho meets such requirements as may be prescribed by the Secretary."
The key issue here is whether services provided by a continuing care facility and home health care constitute services 
provided pursuant to a plan of care prescribed by a “ licensed health care practitioner." If they do, a portion of the 
periodic payments to a continuing care facility and payments for home health care should qualify as medical expenses. 
Since it appears from the statute that the Secretary will be issuing regulations to define “other individual" under section 
77028(c)(4). 1 strongly suggest that this issue be addressed in those or related regulations.
My understanding is that, in general, continuing care retirement communities provide medical services and have a doctor 
on call, nurses on staff, and assist with medications for residents in exchange for some of the periodic amounts paid for 
to these facilities. In addition, the services provided as part of a home health care plan of action are those described as 
meeting the definition of “qualified long-term care services." Therefore, it seems that some of the periodic payments 
to such facilities and all payments for home health care services should qualify as amounts for qualified long-term care 
services eligible medical expense itemized deduction. However, I leave it to you and your staff to better analyze the 
situations and details to be covered by the regulations. If the legislative intent is not clear or a legislative correction is 
needed for this. I would be glad to talk to you further about this and consider introducing legislation in this area.
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I look forward to your review of this area and any forthcoming regulation addressing this matter. Please let me know 
if I can be of assistance with this effort.
1 appreciate your consideration of this matter
Sincerely,
The Honorable Barbara Mikulski (D-MD) 
United States Senate
cc: Robert H. (Buff) Miller, Acting Deputy Tax Legislative Counsel for Regulatory  Affairs. Department of the
Treasury, Room 4206
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